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OUR COVER 


On our cover this month is an artist's model of a new law school 
building of the University of Chicago. At page 992 the new law center 
is shown in its entirety. 


The cornerstone for this new building was laid in May, 1958. It is 
being erected at a cost of $4 million and will be dedicated in Sep- 
tember, 1959. On its ground floor the new building will house oa 
student lounge, exhibit space and space for conferences. The build- 
ing's top floors will hold the law library reading rooms, and faculty 
and research offices. A flat two-level wing will house classrooms and 
seminar rooms. 


The Supreme Court of the State of Illinois has indicated that on 
occasion it will sit in a special courtrcom at this law center on the trial 


of actual cases, thus affording students an opportunity to view appel- 


late court procedure in action 


a 


The university law center is adjacent to the American Bar Center 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
State tax legislation. interpretations of tax laws and other tax information 


The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart; Wash- 
ington Editor, Lyman L. Long: Business Manager, James L. Jones: Circulation 
Manager, Richard H. Lane 
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IN THIS ISSUE 


The significant tax event of the year. \ conference may take 
place in a period of three days, but there are months and months of 
planning behind it, in which time hundreds of suggested topics are 
considered, analyzed and rejected, and from which the most dark- 
ened areas of tax law are selected to be lighted by the three-day 
conference session. The Federal Tax Conference of the Law School 
of the University of Chicago presents in three days papers on the 
most provocative issues. This year, the government was asked to 
clarify its position in three touchy areas. The Chief Counsel of the 
Internal Revenue Service, Arch M. Cantrall, related the functions 
and operations of his office, and detailed a new settlement procedure 
for Tax Court cases. Paul FE. Treusch discussed the litigation policy 
of the Chief Counsel's Office in civil tax cases. He brought out the 
factors and objectives which prompt the Service to either pursue or 
abandon a course of litigation. The priority of federal tax liens is an 
irksome problem in relation to assigned wages, open-end mortgages 
and claims of innocent third parties. Herman T. Reiling explained 
recent court decisions which form the basis of the government’s 
position. 


Estate planning involves death and taxes, and man’s ingenuity 
to escape both. This calls for the drafting, while living, of technical 
instruments known as trusts, and James P. Johnson and Anderson 
\. Owen embodied in their papers a practical discussion of some tax 
and administrative problems arising from the existence of various 
powers and relations. Mr. Johnson brought his paper up to date and 
into accord with the final gift tax regulations. 

Corporate finance involves problems of stock redemption, cor- 
porate expansion, division of corporate businesses, and now the col- 
lapsible corporation and the new Subchapter S corporation, Robert F. 
Graham, David Altman, Seymour S. Mintz, Irving I. Axelrad and 
Max FE. Meyer for one whole day discussed problems in the cor- 
porate area. 

Related to corporate finance are fringe benefits programs and 
problems encountered in valuing inventories. These two subjects 
were analyzed by Matthew F. Blake and Everett C. Johnson. 
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This ISSUE is devoted to the papers that 
were presented at the Eleventh Annual Fed- 
eral Tax Conference of the University of 
Chicago Law School. They were prepared 
as a basis for lectures and discussion. The 
panel discussions, which alternated with 
the presentation of papers, were not 
transcribed and are not published. 


The details of the program were planned by 
a committee of attorneys, accountants and 
members of the law school faculty experi- 
enced in. the tax field. The planning com- 
mittee endeavored to select the most timely 
subjects and to have them analyzed by 
men known for their ability and familiarity 
with these technical aspects of taxation. 
Attention was also directed to tax legisla- 
{ion enacted earlier this year. 


PLANNING COMMITTEE 


William M. Emery, Chairman, McDermott, Will and Emery 

John Potts Barnes, Macleish, Spray, Price and Underwood 

Walter J. Blum, Professor of Law, The University of Chicago Law School 
Charles W. Davis, Hopkins, Sutter, Owen, Mulroy and Wentz 

Frederick O. Dicus, Chapman and Cutler 

William N. Haddad, Bell, Boyd, Marshall and Lloyd 

James D. Head, Winston, Strawn, Smith and Patterson 

Pau! F. Johnson, Ernst and Ernst 

Robert R. Jorgensen, Sears, Roebuck and Company 


William A. McSwain, Eckhart, Klein, McSwain and Campbell 


James M. Ratcliffe, Assistant Dean, The University of Chicago Law School 


Frederick R. Shearer, Mayer, Friedlich, Spiess, Tierney, Brown and Platt 
Michael J. Sporrer, Arthur Andersen and Company 


December, 1958 © TAXES—The Tax Magazine 





The Activities of the Office 
Counsel 


of the Chief 


By ARCH M. CANTRALL 


The author is Chief Counsel, 
Internal Revenue Service. 


| AM not going to talk tax technicalities. 
I prefer to talk about the Chief Counsel's 
Ottice be of in- 


and some matters that may 


terest to you as practitioners 


As head of the office, I am an Assistant 
Counsel of the Treasury, with the 
and responsibilities, and 
the additional statutory title, of Chief Coun 
sel of the Internal Revenue Our 
law firm goes back to 1866, four vears before 
Department of 
of the oldest, it 
offices in govert 
and 


General 
delegate d powers 
Service 


the establishment of the 
Justice. That makes it one 
not the oldest, of the law 
ment. My staff 
about the same number of 
Our othee ts, 


includes 560 lawyers 
nonlawyer per- 
I am told, one of the 


largest law offices in the world 


sonnel 
1 expect I might as well answer a ques- 

that 

work? 


tion many ask me—do I enjoy my 


The answer is an unqualified yes. I can 


hardly imagine a more 


] 


interesting and chal 


lenging job for a lawver 


First 
ties. What comes to me ranges over many 
fields of the law. The scope 1s as broad as 
all the problems that 60 or 70 million tax 
pavers reflect, or should reflect, in their tax 


It is not a matter of tax technical 


returns 


We have litigation of all kinds- 
suits of 


civil and 


criminal, chancery every kind and 


even an occasional negligence suit. 


Among other matters are administrative 
and organization problems, of my own office 
and of the entire Service as well; legisla- 
tion; dealing with the Treasury, with com- 
with 
other government agencies; rulings; refund 
claims; and the complexities of the adminis- 
tration and enforcement of the alcohol and 
tobacco tax laws. 

Second: 


the senior 


mittees of Congress and counsel of 


My job is very similar to that of 
partner of any law firm. My 


Federal Tax Conference 


bring to me the tough 
decide, 
advised ot 


lawyers questions, 


sometimes for me to and often 


merely to keep me what is 


going on 
I am personally the general coun- 

the Commissioner, and of the Service 

In this capacity I function much 
cor- 


in general 


+} 


as the general counsel of any large 


ration 
that 


1 


day, to the 


limit, 

only 24 hours in a 

portunities to mprove the 
office and of 


th There is no except 
there are 
operations ot 
ie Service, and to improve 
relations with the taxpayers 
| could go on about the 


work, but that will give 


As Chief Counsel, 
government of more 


variety of my 
you an idea. 

I am in charge for the 
13,000 


1ese cases involve about 


than cases in 


he Tax ourt. 


1 

$2 billion in asserted deficiencies and in 
claimed overpayments. In addition, in the 
federal and state courts some 7,000 refund 
and collection another $2 
billion; and on the side we 


about 8,000 cases of various kinds 

With that 
we are intensely interested in settling cases. 
We follow two main routes 


cases involve 


criminal have 


] 


much litigation on our hands, 


One is to consider whether we want to 


win the suit. We have two problems here 


One is whether the issue has been ade- 


quately tested in the courts. If we believe 
it has been, and we 

tl Che second is whether a decision 
in our favor would be bad law. We are not 
interested in litigating for the fun of it, or 
merely Our basic job is the 
the tax law, and we 
believe absolutely in the maxim that a case 
correctly decided is a victory for the gov- 
ernment, 


have lost, we concede 


le issue 


to win cases 
fair administration of 


Even where we are sure we can 
will when a 
our favor would be bad law. 


win, we concede decision in 
Our other main 


cases is by negotiation. 


route in disposing of 
With the aid of 
the Appellate Division, we settle over 75 
per cent of the filed in Tax Court. 
And we have two problems here: One is 
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to get the facts—the eternal problem of the 
lawyer. The other is to get the taxpayer 
and his counsel to agree to the amount of 
tax that is due on the basis of all the avail- 
able facts. 

We are not at liberty to horse-trade the 
amount of a settlement, the usual method 
of counsel for the private litigant. If the 
provable facts justify a tax of $100, we have 
no authority to horse-trade either a $50 
settlement or a $150 settlement. Whatever 
result we reach has to be supported by the 
record. A settlement can also be based on 
appraisal of the litigating possibilities. Even 
here, the settlement cannot be based on 
mere conversation, but must be based on 
an intelligent and honest sizing-up of the 
facts bearing on the chances of success of 
each party. On the other hand, we do not 
like a nuisance-value settlement. If a tax- 
payer does not owe a tax, we believe we 
should concede rather than demand a token 
payment. 

While we like to settle cases, our young 
lawyers like to try cases, and they are really 
gor vd at it. 

During the first six months of 1958, the 
Tax Court decided 277 cases. Of these, we 
won 141, over 50 per cent; and the tax- 
payers won 53, less than 20 per cent. In the 
other 83 cases, 30 per cent, the court modi- 
fied the determination in the 90-day letter; 
and in these cases we did very well. 

So don’t get the idea that our willingness 
to talk settlement is any indication that we 
are weak-kneed about going to trial. Far 
from it. On the basis of 34 years of Tax 
Court trial know that the 
percentages are greatly in our favor. 


experience, we 


While those are the basic policies of the 
Chief Counsel’s Office in the disposition of 
cases, we have some troubles in applying 
them. 

One problem is that taxpayers and their 
counsel are sometimes reluctant to lay their 
facts on the table, sometimes for good rea- 
and sometimes because they don’t 
understand that the settlement of a tax case 
is not a horse-trading matter, but purely a 
matter of fact and law. We think we know 
what the tax law is, but we often have 
trouble in getting the controlling facts. 


Another factor is our client. While we 
consider that our ultimate client’ is the 
people of the United States and their gov- 
ernment, our immediate client is the Internal 
Revenue Service. Here we are dealing with 
a large organization—some 51,000 people in 
77 offices. The Service is geared to the 
handling each year of some 93 million tax 
returns and some 250 million other pieces 
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of paper, and we have to interrupt the flow 
of those operations to get the facts we need 
for litigating purposes. Usually that is not 
quickly or easily done. This factor leads 
directly to much delay in our court work. 

Another factor is that in an office as large 
as ours—we have 560 lawyers in 34 offices— 
it is not always possible to get every lawyer 
to operate along the same lines. Not only 
are we spread all over the United States, but 
lawyers are individuals, as you well know, 
and taxpayers and their cases present in- 
finite variations, 

We try to teach the true gospel to all of 
our lawyers. We bring them into Wash- 
ington for conferences, and we go to them 
in the regional and branch offices. We sup- 
ply them with manuals and instructions 
And we supervise them as closely as we 
can, They are good lawyers, surprisingly 
so. But still they are individuals and so 
are the counsel for the taxpayers. So it is 
not surprising that sometimes we get dif- 
ferent results in different places. In the 
Washington office we try to and 
control these differences. For example, we 
review all our briefs in Tax Court 
before they are filed. 


detect 
cases 


Another factor is that our litigation in the 
federal courts is handled by our trial coun- 
sel, the Department of Justice and the 
United States Attorneys. Here again we 
have the problem of remote control and the 
difficulties of divided authority. The De- 
partment of Justice gives us splendid co- 
operation and, on the whole, I think we get 
pretty good results. 


It is no simple matter to attain uniform 
policies in the handling of all this litigation 
in all the courts of the country, when we 
have to work through so many offices. And 
not the least of our troubles are the tax- 
payers and their counsel. 


Settlement Procedure Perspective 


You have all read about the 
cedure for settling Tax Court cases, under 
which our lawyers have more authority in 
the settlement of cases. 


new 


pro 
' 


I want to give you 


my own view of this change in procedure, 
and to help you, if I i 
perspective. 


can, to view it in 


The first point is that this is only one 
more step in a long series that started years 
ago and will not be completed as long as 
we have taxes and tax disputes. This change 
traces back to the Mills subcommittee. 
The Mills report reflected a public impati- 
ence with the procedures then existing. It 
happened that this change affected the Ap- 
pellate Division and Chief Counsel. It could 
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just as well have affected some other part 
of the machinery for the determination of 
tax disputes. Evolutionary processes move 
in unexpected ways and no one knows what 
will happen next. Everything is subject to 
change, and tax procedures are not exempt 
from this rule of nature. 


Let us look at the situation today: Over 
13,000 cases are pending in the Tax Court, 
which hands down about 600 decisions a 
year, covering less than 1,000 cases. There 
is a delay of about 18 to 24 months from the 
filing of the petition to trial, in most cases, 
with perhaps 8 to 12 more months until a 
decision comes down. 


Compare that with the speed of the dis- 
trict courts: The Southern District of West 
Virginia is now reaching decision on ordi- 
nary litigation in six months from the filing 
of the suit. Other districts do not do quite 
as well, but the federal judiciary is pushing 
hard to attain an average of six months from 
issue to trial, followed by a speedy decision. 


When you compare what is going on in 
the district courts with the delays in the 
Tax Court, and think of what those delays 
cost the taxpayers, you will, I hope, agree 
with me that this change in settlement 
procedures is only one step in an inevitable 
series of changes 


Another evidence of the public pressures 
that are causing these changes is found in 
the bills in Congress this last session. There 
several one-circuit and two-circuit 
bills, and there was the bill to put the Tax 
Court in the system, You can ex- 
this next 
Congress and, sooner or later, some of them 


were 


judicial 


pect more bills in area in the 


will become law. 


What is the moral of all this? Various 
conclusions might be drawn, but I am sure 
of only three: First, this change in settle- 
ment procedures is but one in the series 
that started in the early twenties. Second, 
there will be more changes, because the 
public is impatient with the delays in the 
determination ot tax disputes. And _ third, 
is not a victory, nor a defeat, 
for either the Appellate Division or the 
Chief Counsel's Office. It was due to forces 
beyond the control of both groups, the same 


this change 


forces which will cause more changes. 


Now for my only comment on the tech- 
niques of the new settlement procedure 


I want to impress upon you that the new 
procedure mean that you can 
ignore the Appellate Division, and have your 
first real settlement after the 
calendar call. That is physically impossible. 
It is still necessary that you confer with the 
Appellate Division. Our lawyer, who is to 


de es not 


conference 


Federal Tax Conference 


try your case, will attend your conference 


if we can arrange it. And it will be to the 


advantage of your client for you to cooper- 
ate, as early as possible, in working out a 


stipulation of the facts. 


If you have tried to settle with the Appel- 
late Division and our lawyers, and have 
worked with our lawyers on a stipulation, 
and at trial time the situation has changed 
in some way, you will find that our trial 
lawyers are available to consider, and act 
on, a realistic offer to settle the case. 


Next I want to mistake 
quently made by tax practitioners. In al- 
most every audit there is a question or two, 
which you and the 
do not see He tells you 
sees it, and you tell him your ver- 


discuss a fre- 


or maybe several, on 


agent eve to eve 
how he 
sion. Then you go to your office or play 


golf or do something else 


Do you know what the agent does? He 
writes a report of his conference with you. 
In writing his report, he tries to be fair 
with you in stating your contentions on the 
facts and on the law. Well, you say, what’s 
wrong with that’—that is the has 
always been done. 


Way it 


As I see it, you have made a mistake 
from the Service standpoint, and from the 
standpoint of your client. What is your 
mistake? It’s very simple. You have relied 
upon your opponent to write your story into 
the record. And you know that in a trial 
in court, you would never rely on your 
opponent to make the record for you. 


How does that apply in a tax audit? 
You know, I hope, that your tax matter 
has to be settled on the basis of the record 
No matter where it is considered, by the 
agent, his reviewer, the Appellate Division, 
or whoever, it has to be settled on the 
record, 
that you are 
not going to leave it to the agent to re- 
member, and to write, your your 
next tax dispute. So you will take with you 


I expect you see my point, 


side of 


to the conference, or give to the agent the 
next day, a memorandum stating your facts 
and your law. 


Make your memorandum definite and com- 
plete. Stick to the facts you can prove. And 
work on it; do a good job, an excellent job. 
Don’t try to gloss over facts not in your 
favor, but deal with them squarely 


When you do this, your memo is in the 
file, and the agent has to deal with your 
facts and your arguments. Maybe you will 
win right there. When the agent studies 
your memo in peace and quiet, away from 
the persuasive magic of your voice, he may 
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see the justice of your position. 
have won. 


If so, you 


If not, as your case goes up the line, 
everyone who reviews the file will have to 
read your memo. If you have done a good 
job, he will be impressed. 


Certainly it is foolish to file a memo, 
unless it is factually accurate and legally 
sound. But if your facts are right and your 
law is good, put your story in the record 
in your own way. 


Just in case the agent forgets to include 
your memo in the file he sends up, you 
might well write a letter to the next in line, 
and enclose a copy. 


When I started to talk on this subject, 
1] said that not to put your story in the 
record is a mistake for your client and for 
the Service. If your client does have a 
defense, it’s a great benefit to the Service, 
as well as to the taxpayer, to get your com- 
plete story in the file. The benefit to the 
Service is that it may help us dispose of 
the case more quickly, and at a lower level. 


Requests for Rulings 


Now I want to talk about requests for 
rulings. We have a great deal of trouble 
with poorly prepared applications for rul- 
ings. You will be helping us, your client, 
and yourself, if you will do a better job 
when you ask for a ruling. Your presenta- 
tion should include: first, a complete state- 
ment of the facts; second, verified copies of 
all documents, with an analysis of the bear- 
ing of each document on the issue; third, a 
statement of the precise issue on which you 
need a ruling; and, fourth, the that 
supports the ruling you need. 


You will note that I say the issue on 
which you need a ruling. You will make 
things much simpler if you ask only for 
what you have to have. We want you to 
use a rifle instead of a shotgun. A shotgun 
request means delay while we try to find 
out what you need, and we may not figure 
it out to suit you. 


law 


We get so-called briefs that merely list 
a few citations or that boil down to nothing 


but glittering generalities. We have a 
pretty good idea that at least some of those 
who send in such so-called briefs are afraid 
to be more definite. They haven’t done the 
basic research. They fire in a blanket re- 
quest, a sort of a fishing expedition, with 
some rather vague facts, and with a vaguely 
stated issue, so that they can shift position 
on the law and on the facts, until they find 
a combination we will approve. That is 
practicing law by ear. 
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We think, and we have talked about it a 
lot, that there is great need in the tax area 
for more real lawyers. ‘Tax law is not 
merely a mess of technicalities. It involves 
every phase of the law, and the presentation 
of a tax problem should include every 
angle of the law that bears on the issue— 
using the word “law” in the broadest sense 
—and not merely the technicalities. 


As Chief Counsel, I have few opportunities 
to get into individual cases. But where | 
have, my contribution has largely been the 
raising of questions based on over 30 years 
of general practice. For example, you can’t 
decide a problem dealing with real estate 
unless you start with the concepts of the 
basic law of real property. You don’t get 
enough property law out of the tax services 
and the tax decisions. 

If you will start with general law, you 
will be less surprised when you see the 
court decision. Most, if not all, of the 
judges were general practice lawyers first, 
and they do not—indeed they cannot—leave 
behind their ingrained knowledge of gen- 
eral law when they approach a tax case 
Tax law is not a separate, water-tight com- 
partment. It is only a part of the general 
fabric of the law. 

To get back to what your ruling applica- 
tion should include: Your brief should set 
out completely the legal theories on which 
you ask us to base a ruling in favor of your 
client. You are asking us to issue a declara- 
tory judgment which will bind the Service. 
Your brief should be as thorough as 
you would file in court; and a good brief 
can only be based on a good statement of 
facts and on a well-defined issue. 


A fully developed, properly organized, 
and well-documented statement of facts will 
minimize the time required to handle your 
request. It may avoid sending the case to 
the field for more information. It may 
avoid an unfavorable result. An incorrectly 
prepared statement of fact may mislead the 
Service either as to the facts of the situa- 
tion or as to the issues. If you file con- 
tracts and charters and other papers with 
an application for a ruling, be sure you 
include an analysis of each paper, pointing 
out how it bears on your application. 


one 


And, a matter of great importance to you 
and your client, a ruling is no protection to 
your client, unless it is based on a correct 
statement of the facts 


For example, you want a ruling that the 
XYZ Foundation is a tax-exempt charity. 
Your request should be supported by a 
brief showing, as a minimum: first, that 
the XYZ Foundation is validly organized, 
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as a charity, under the law of its jurisdic- 
tion; second, that the purpose for which it 
is organized, as stated in its charter, is a 
charitable purpose within the federal tax 
law (here you may need to be careful that 
your charter statement of purpose is not too 
broad); and, third, if your foundation has 
been operating, that it has been operated 
for, and only for, the charitable purpose 
stated in its charter. 


three are the barest 
that your tax-exempt 
have I trust you will 


that these are not easy questions. 


Those 
support 
should 


application 
recognize 
You will 
have to dig into the law, and you will have 
to have more than a casual acquaintance 
with the When you get to thinking 
about this, you will see that the organiza- 
tion and qualification of a 
organization is not 


facts. 


tax-exempt 
scmething you should 
take on casually, as a charity job that you 
can toss off in an hour or two. You should 
realize that it is a job calling for legal skill 
and hard work, for which you are entitled 
to be paid And we 


good fee 


hope that you earn a 


Oh, yes, I know that many, many founda- 
tions and other charities have been quali- 
fied, and thousands of other 
been issued, without such a memorandum. 
But | that we are having 
manpower problems, and it is most doubtful 
whether our men 
work for 
tor the 
exempt organizations 

velop, but I think it will. 


rulings have 


suggest to vou 


an continue to do your 
\lso, there are pressures 
tightening of the rules about tax- 
That may not de- 


you 


If you want help about tax-exempt organ- 


izations, you may find it in an article by 


Herman Reiling, one of my assistant chiet 


counsel, giving the legal and philosophical 
underlying the law of tax ex- 
This 
1958 issue of the 


Journal 


background 


emption for charities. article is in 
the June, 


Association 
I want to sav one other thing about rul- 


action 
fax Rulings Division and our In 


ings Please do not 
Both the 
terpretative 
And 
your application cannot be handled quickly 
There may be pending litigation, other tax- 
involved or 
other complications that require more time 
for research and consideration. You should 
that the risk of 
extended delay is part of the price he must 
pay for a ruling. 


expect tast 


Division have heavy backlogs 


there are many situations in which 


payers may be there may be 


make clear to your client 


If your application for a ruling is referred 
to our office, you can be sure that some ot 
the best technical men in the Service have 


Federal Tax Conference 


minimum of 


American Bar 


determined that a substantial legal question 
is involved. For this reason, Chief Coun- 
sel’s review of a request for a ruling fre- 
quently involves more than the disposition 
of the one individual case; what is involved 
is a basic determination of Service position, 
and this takes time. 

There is another situation in 
need to file a brief: 


which you 
During an audit or in 
an informal conference you may ask that an 
issue be referred to the national office for 
technical advice. You may do this on either 
of two grounds: One is a lack of uniformity 
in the handling of the issue within the same 
district or in different districts. The other 
ground is that the agent proposes to handle 
the matter in a manner contrary to national 
ottice policy. 

If your request is refused, you will be 
given time to file a statement of the facts, 
law and argument with respect to the issue, 
and why you believe the issue 
should be referred to the national office for 
advice. 


reasons 


\nother instance where you need to file 
a complete and carefully prepared brief is 
when the district director notifies you that 
he is submitting an national 
The notice will 
give you a time within which you can file a 
brief of the facts, law and argument. 


issue to the 
othice for technical advice. 


In each of these procedures, a carefully 
prepared brief may be the means of secur- 
ing a favorable decision without litigation, 
and you will do well to work hard on your 
statement of facts Attach copies of all 
pertinent documents. While you will do a 
good job on the law and on your argument, 
| cannot stress too heavily that a carefully 
statement of the facts is of su- 
You will want to be 
that you understand the agent’s posi- 
before you write your brief. Make 
sure you fully understand why the agent 

he has to take an adverse position, 
and then in your brief show why his facts 


prepared 
preme 
sure 
tion 


importance. 


} 
teels 


or his law, or both, are wrong. 


In both these technical advice procedures, 
vou may be entitled to a hearing before the 
district director, 
in Washington 


ind perhaps to a hearing 
\lways ask for a hearing 
before the district director Do it in your 
letter and in your brief. If you want a 
hearing in Washington, ask for it—ask for 
it in your letter 
keep on asking. 


and in your brief—and 


If you get a hearing before the district 
director, or in Washington, don’t waste any 
time complaining that you have been badly 
treated by the agent. You 
agent is just trying to do a job. 


haven’t—the 
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As General Counsel for the Service, I 
have been concerned about those newspaper 
stories that John Smith has settled his tax 
case for 15 per cent of what the Service 
claimed. These stories do not tell why John 
Smith only has to pay 15 per cent of what 
the Service originally claimed. Stories like 
that have a bad effect on our voluntary 
system of tax collection, 

There are 
tions 


very severe statutory restric- 
against the disclosure of the details 
of a taxpayer's tax liability and, because of 
these rules, Service people have been re- 
luctant to give information to press people. 
But these statutes do not prevent disclosure 
of what is in public court records. 

To combat the evii of these one-sided 
newspaper stories, I have instructed our trial 
lawyers how to give information to press, 
radio and TV people about Tax Court deci- 
sions and settlements. 

There may be various reasons why John 
Smith gets an 85 per cent reduction in his 
tax bill. John may have retused to let the 
agent see He may 
have failed to explain deposits in his bank 
account. He may have failed to present evi- 
dence supporting che deductions he claimed 
on his return. Perhaps he got mad and 
threw the agent out. Anyway, there comes 
a time when the agent has to close the 
He knows that he has only one side of the 
story, but John won’t cooperate by giving 
him the other side. All the agent can do, 
is to write up what he has. So John gets 
a 90-day letter that states a big deficiency. 


his books and records. 


case, 


John won't show the Appellate Division 
either. He files a petition in Tax Court— 
it’s his only Sometimes 
John wakes up before the 
trial, and lays his facts on the table, so ou 
lawyer and the Appellate Division technical 
advisor can take a look. If John’s facts 
check out, and he convinces our lawyer and 
the technical advisor that he has given them 
all the facts, they will settle on the basis 
on the basis of all the facts 


pe yssible course. 


case comes to 


of what is due 


But sometimes John won't lay his facts on 
the table until the goes to trial. If 
John can convince the judge that his facts 
are true and complete, the decision will be 
what is due on the basis of all the facts 


case 


Either way, by settlement or by decision, 
it is clear that the Service originally claimed 
a whopping big deficiency and then settled 
for 15 per cent, or did not appeal a 15 per 
cent decision, because John forced the Serv- 
ice to take that course, usually by his failure 
to cooperate. 


In these cases, we are going to reveal the 
truth—we are going to tell why we had to 
claim that big deficiency. What is in the 
record of the Tax Court proceeding, we 
can and will give to the news people in 
suitable This is resulting in more 
favorable publicity. 


Cases. 


When I came into this job, I wanted to 
about the 
nouncements of changes of policy. 


do something slowness of an 
Every 
Chiet 


complaint ts 


where I have been since | became 


Counsel, the most frequent 


about this slowness 


doing: When 
that they 


what we are now 
our litigation people decide 
not litigate an issue any more, they an 
nounce that promptly, and then 
send the file to the Interpretative and Tax 
Rulings Division to revise and 
prior rulings. In the past, the announce 
ment has been delayed until the rulings 
position could be announced at the 
time, which might have delayed the an 
nouncement for months, perhaps a 


This is 
will 


decision 


recone ile 


samc 


year 


or so 


When we announce that the 
not litigate an 
that all other 
audit or in court, 


Service will 
that means 


cases involving that issue, in 


issue any more 


will be settled accordingly 


We hope that this new practice will help 
substantially the number of 
that are settled at an early 


[The End] 


us to increase 
tax disputes 
stage. 


Fringe Benefits Programs 
By MATTHEW F. BLAKE, CPA, Hurdman and Cranstoun, New York 


T IS a generally accepted postulate that 
each fringe benefits program should be 
custom-tailored to fit the needs of the indi- 
vidual company. However, if it is possible 
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to derive even rough criteria practitioners 
and management will be aided both in the 
process of original selection and in keeping 
plans up to date. Detailed 


December, 1958 © TA XES—The Tax Magazine 


examinations 





of over-all programs are not likely to yield 
commensurate with the effort 
But types of benefits 
which are better suited to some classes of 


results in- 


volved. there are 
employers and employees than to others, 
and it is hoped that an examination of the 
underlying to 


some standards for purposes of appraisal 


reasons therefor will lead 


and comparison. 

The one element which is common to all 
such benefits that they offer 
vantages to the employee. There has been 


is tax ad- 
a close correlation between increased indi- 
vidual tax rates and the build-up of fringe 
benefit Instead of trying to halt 
their growth and thus protect the revenue, 
added further incentives by 
forms of compensation 
tax exemption, capital 
forth. Other bene- 
deterred compensation 
products of the 
taxpayers and their advisers. 
most 
grown 


programs 
Congress has 
endowing certain 
with tax deferral, 
gain treatment and 
fits, 


tracts, 


so 


such as con 
Ingenuity ot 
Thus, for al 

fringe benefits have 
resembling inverse ratio 
to the tax advantages they have made pos- 
sible. Nevertheless, it does not follow that 
a drastic of the would re- 
sult in an overnight disappearance of fringe 
benefits ot 


are 
two decades, 


in something 


lowering rates 


Some them, at least, are too 


deeply imbedded in wage patterns for that. 


Fringe benefits programs are not wholly 
lacking pattern, there appears to 
considerable uniformity 

the progr 
some measure 


Im a tor 


be a element of 
among 


In 


trom 


ms of 
this 
but it traceable 
to the large company’s ability to afford such 
benefits. Small companies can the 
benefits on the ground that 
beyond means, even though 


large 
due 


companies 
to 


Is 


pressures 


labor unions, also is 
resist 
more costly 


they are their 
a result their employees have to forego 

advantages able to 
afford fringe benefits may be a mixed bless- 
ing, because it tends to make the labor cost 
of big industry comparatively high. As a 
rule this can be offset by in 
other areas, but fringe benefits 
in which the smaller company 
to competitive There 
situations in which tringe benefits save 
the employer money; that 


ds 


tax However, being 


economies 


are one re- 
spect 


likely 


are 


is 
have a edge 
is where they 
are substituted for a raise in dollar amount 
of compensation. But, by and large, they 


represent increased which have crept 


costs 


into the accounts 


The 1958 act innovation* permitting the 
stockholders of so-called small business cor- 


porations the election to reflect corporate 
income or loss directly on their individual 
tax returns adds to the number of potential 
of deferred pension, profit sharing, 
medical, hospitalization and group life cov- 
erage, as well as the $100 per week exemp- 
tion for sick pay. Many who have adopted, 
the sole proprietorship or the partnership 
form would have used corporations if it 
were not for the double tax on corporate 
earnings and the dividends therefrom. So 
it may be expected that some businesses 
will be incorporated to make fringe benefits 
available to the officers, while the stock- 
holders will pay on very much the 
same income they had not 
incorporated. 


users 


taxes 
as though 

There is a wide range of fringe benefits. 
As viewed through the employer’s 
there are 

(1) The current type 
group life, hospitalization, pension 
profit-sharing plans. These apply to a high 


eyes 


such 
and 


deduction 


as 


percentage of the employees and _ basically 
are of the nondiscriminatory type 

(2) Deferred compensation contracts, 
are meant limited groups ot 
executives and give no deduction until bene- 


which 


tor 


fits are paid. 


(3) Split-premium life insurance, which ts 
best junior 
deduction at any time but has only a minor 


cost element. 


(4) 


dom 


suited to executives, gives no 


which sel- 


virtually 


Restricted stock options, 


result in a deduction and 


always are limited to a selected group of 
executives. Here, the shareholders assume 
the cost and not the employer corporation. 
As glimpsed by the employee, fringe bene- 
fits divide themselves into those which make 
(1) 
as in group life insurance, hospitalization, 
sick pay,? and the $5,000 death benefit; * 
(2) deferral of tax with a potential of cap- 


possible income tax exemption, such 


ital gain, such as in pension, profit-sharing, 
savings plans* and restricted stock-option 
plans;*° and (3) the postponement of salary 
income to low tax years through deferred 


compensation contracts. 


Aside from taxation, the conditioning fac 
tors which are most apt to enter into man- 
agement’s deliberations in putting together 
a program of fringe benefits are (1) size 
of the company, (2) ratio of labor costs to 
total (3) susceptibility of the 
ployer to seasonal and cyclical swings, (4) 
the prosperity of the company at the time 


costs, 


em- 





1954 Code Subchapt. S. 
71954 Code Sec. 105(d). 
* 1954 Code Sec. 101(b). 


Federal Tax Conference 


#1954 Code Sec. 402(a)(2) and 403(a)(2). 
5 1954 Code Sec. 421. 
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of considering a new plan or expansion of 
an old one, (5) the average age of per- 
sonnel and (6) the particular needs of groups 
in certain age and salary brackets. Each of 
these is a variable, so its influence may 
prove decisive in one situation but imma- 
terial in another. 


Medical Insurance 


The employer’s share of premium pay- 
ments for hospitalization, surgical and medi- 
cal plans is deductible as ordinary and 
necessary business expense® and is non- 
taxable to the beneficiaries of the plan.’ 
Benefits collected are nontaxable to the 
employee * whether the coverage is limited 
to him or also covers spouse and children.” 
Like group insurance, this is a difficult type 
of coverage for the employer to resist, be- 
cause it answers a need, has been 
accepted almost universally and is relatively 
low in cost. Unlike group life insurance, it 
is adaptable to a few persons or even to 
one person. The individual who must pay 
medical bills from after-tax funds, with the 
only offset being a limited deduction under 
Code Section 213 for medical 
ina decidedly inferior position to the bene- 


basic 


expenses, Is 


ficiary of an employer-financed insurance 
coverage. 

There is a trend in the direction of high- 
limit coverage, usually subject both to de- 
ductible and clauses, to take 
care of the ruinous type of bills incident to 
major operations, lengthy tre.tment, and 
hospitalization. This has proven attractive, 
in the main to large corporations, but is 
suitable for medium-sized and many small 
companies as well. It should particularly 
interest companies where there is a relatively 
large quantum of employees in high salary 
brackets. 


coinsurance 


Group Life Insurance 


There can be little doubt that this is the 
most widely adopted fringe benefit both in 
terms of the number of employers who have 
such coverage and the number of employees 
covered, Also, it is the one benefit that was 
in common use prior to the era of high tax 
rates. This observation may tend to be mis- 
leading because most of the old plans were 
contributory at their inception and the con- 
tributions exacted from the employees often 
yielded a net profit to the employer by rea- 


dividends from the insurer. The 
trend in recent years has been for the em- 
ployer to accept the full cost burden, even 
with substantial increases in coverage. Amend- 
ments to state insurance laws have made 
it difficult for the employer to obtain a net 
profit from contributory plans. 


son of 


Group life insurance has a genuine social 
value, often representing the only life in- 
surance carried. It usually is the first fringe 
benefit installed. The amount of death 
benefit may run from as low as $500 to over 
$100,000. One benchmark to which refer- 
ence is frequently made is that coverage 
should be about double the annual salary. 


Split-Premium Life Insurance 

The young executive with a 
family, high living costs and insufficient life 
insurance is a leading sufferer from the 
squeeze brought about by price inflation and 
high tax rates. Of these characteristics, the 
shortage in life insurance is the easiest to 
Group life insurance limits usually 
un- 


growing 


resolve. 
are inadequate to provide against an 
timely death of the breadwinner, so there 
is a trend in the dealing with 
this situation either through split-premium 
or key-man coverage. 


direction of 


Split-premium (dollar) insurance was vir- 
tually unknown until the issuance of Rev 
Rul. 55-713." That ruling pertained to a 
compensation contract between a corpora 
tion and the president, the purpose of which 
was to pay disability and death benefits. It 
was funded by a life insurance policy over 
which the individual had partial control 
Having that measure of control, the premi 
ums to be paid by the corporation would 
have been taxable to him." The individual 
assumed payment of the current 
protection and the company agreed to ad- 
vance the amount equivalent to the yearly 
increases in cash surrender value. Upon 
realization of the proceeds, the employer 
would receive the equivalent of the cash 
surrender value and‘ the individual's bene- 
ficiary would collect the balance. The rul- 
ing likened the advances by the employer 
to an interest-free loan and 
conclusion that no taxable income resulted 
to the individual from such advances.” Ot 
course, the employer received no deduction. 


cost ot 


reached the 


One obstacle to the widespread use of 
split-premium insurance is that the cost of 








®* Special ruling, October 26, 1943, 433 CCH 
{ 6587. 

7 1954 Code Sec. 106. 

81954 Coue Sec. 105(b); 
tent there is reimbursement of 
ducted under Sec. 215. 

* 1954 Code Sec. 105(b). 
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™ George M, Adams, CCH Dec. 5664, 18 BTA 
381. 

2 As the advances by the employer are re- 
paid by the insurer no deduction from taxable 
income results. 
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current protection is high in the early years 
of the policy. The employer may have to 
the employee with direct loans not 
secured by the life insurance policy so as 
to carry him to a point where the current 
cost can be met by him without assistance. 
Lite insurance companies have developed 
policies with relatively high cash values in 


assist 


the early years of the coverage, and other 
scheme s, to overcome this hurdle. 


Another possibility is a plan whereby the 
employer retains the right to be reimbursed 
for the equivalent of the cash surrender 
value under a straight life insurance policy 
upon death or termination of the coverage, 
but the premiums for the current-protection 
part of the policy are paid (and are de- 
ductible) by 


currently to the employee 


the employer and are taxable 
The 


surrender 


premiums 
pertaining to the cash value are 
neither deductible by the employer nor tax- 
able to the employee. This plan makes pos- 
sible a build-up of life insurance tor the 
employee's family at a cost to the emplovee 
ot the 


amount of income tax payable on 


the current-protection part of the policy. 
dividends, would not be 


either to the 


The proceeds, as 


subject to income tax em- 


plover or the employee's beneficiary. 
Key-Man Life Insurance 


well suited 
| 


premium insurance is not 
a large group \ Pp 

same purpose, but may be } 

known by 

“key-man 


an whicl 
answ 


vided on a group basis, ts 


somewhat hackneyed term 


insurance.” As will be observed, it 


the same fundamental tax concept a 


deferred-compensation contract 


Che employer agrees that if the employee 


dies while in the employ of the company, 


and betore reaching a certain will 


make payments to his survivors over 


age, it 
a spe 
Since (1) this is the employer's 
distinguished that of a 
third party such as an insurance company, 
and (2) the employee's under the 
agreement are forfeitable, the employee is 
not deemed to receive taxable income dur- 
ing his lifetime. The company usually will 
fund its hability under such a plan through 
life insurance, but it could be a selt-insuret 
If life insurance contracts are used, the 
employee will have no direct rights there- 
The premiums would not be de- 
ductible, and the proceeds received by the 
employer upon the employee’s death would 
not be taxable. Payments made by the em- 


cified period 


promise as trom 


rights 


under. 


ployer to survivors will be deductible and, 
hence, it is not desirable for a corporation 
to fund more than 48 per cent of the over- 
all obligation. 
vivors would 


Benefits received by the sur- 
appear to constitute gross 
income, because they are paid pursuant to 
a contract. However, as they would be 
forfeitable immediately before death, they 
seem to be eligible for the $5,000 employee's 


death benefit exclusion.” 


Retirement Planning 


Virtually all large companies have quali- 
fed pension plans, so their preoccupation is 
with the seemingly 


endless processing of 


improvements to existing plans, leaving to 
medium and small 
plans the 


initiation of a 


firms in the 
who lack 


searching as to the 


the many 
soul- 
plan. 


categories such 


Even in these areas, the number of com- 
panies which do not have either a qualified 
pension or profit-sharing plan is narrowing 


rapidly. 


As the funding of retirements is a major 
cost item, the employer's preliminary think- 
ing is bound to be dominated by the eco- 
nomics of its situation. 
to be weighed in the light of the 
working capital, the prospects for continu- 


ing the plan in times of depression and the 


\ pension plan has 
drain on 


absorption of the increased cost in compet- 
markets. It I 


these and 
similar counts, questions present t 


hemse Ives 


ing for satistied on 


as to the suthiciency of a given type of plan 


to aecomplish management's objectives ver- 
For, if manage- 


finds that it can afford 


sus the cost of that plan. 
ment a pension plan 
at a given cost level, it wants assurance that 
such plan provides adequate benefits in 
terms of attracting desirable new employees 
heightening job generally 


Otten a 


and satistaction 


dilemma is found to exist at this 
either 


put over until the company’s earn 


the analysis and the 


stage of! 


must be 


matter 


ings increase Or, as more otten occurs, the 


to use a qualified pre 


company decides | 


sharing plan 


Some companies use both profit-sharing 
and pension plans, but that frequently (al- 
though not invariably) is a matter of evolu- 
tion stemming from lack of satisfaction with 
the plan originally selected. It probably 
would surprise the drafters of the original 


profit-sharing section “ that the principal use 
of the qualified-profit-sharing provisions is 


to tund pensions. The Code allows the 
profit-sharing vehicle to be used for that 
purpose, provide the benefits are not actu- 


arially determinable.” 





18 1954 Code Sec. 101. 
“Sec. 21(f), Revenue Act of 1921. 


Federal Tax Conference 


% 1954 Code Sec. 401(b). 





Although almost the only choice for some 
companies, profit-sharing plans are substan- 
tially inferior to pension plans in providing 
for retirement. For instance, under profit 
sharing: (1) It is not possible to schedule 
benefits in advance; (2) the inclusion of 
past service costs is discouraged by the 
Internal Revenue Service; and (3) where 
discrimination is likely to result from for- 
feitures under a profit-sharing plan, the 


Service requires fairly rapid vesting, and 
this adds to the cost when compared with 
types of pension plans in which benefits 
may be forfeitable until retirement.” 


Under a profit-sharing plan the employer 
may deduct contributions up to a maximum 
of 15 per cent of the compensation of those 
covered.” There is no comparable ceiling 
for pension plans. The pension plan con- 
tribution usually will be less than 15 per 
cent of compensation but a year’s deduction 
can exceed that and be allowable provided 
it is needed to fund the plan.” 

In the current 
ment has relaxed the requirement that there 
be a predetermined formula for contribu- 
plans.” This 
to such 


regulations, the govern- 


tions under profit-sharing 
would to add attractiveness 
plans, because it permits the employer to 
have an increased degree of flexibility in 
accommodating its affairs to the business 
cycle. It appears that as a general matter 
a fixed formula for the lower-tier contribu- 


seem 


tion plus discretionary authority vested in 
the board of directors to contribute an eddi- 
tional amount, the total being subject to the 
ceiling of 15 per cent of compensation, will 
meet the Internal Revenue Service’s re- 
quirement that the plan must be permanent 


in nature. 


The small employer has reason to believe 
that it is a disadvantage as far as pension 
plans are concerned. It happens that the 
size of the company is one of the decisive 
factors in the pension plan area. Some of 
the reasons are: (1) Large companies usually 
have a fairly wide selection of funding media, 
including some with a high degree of dis- 
cretion as to the amount of a given year’s 
contribution such as deposit-administration 
and self-administered types; (2) the flexible- 
type plans suitable to large companies are 
more economical, at least in the early years 
of the plan, than are small-company plans; 
and (3) the greater resources of the large 
company tend to allay concern about its 





16 1954 Code Sec. 404(a)(3)(A). 

"I. T. 3686, 1944 CB 386. 

% Rev. Rul. 57-163, pt. 5(b), I. R. B. 1957-16, 
10. 

1° 1954 Code Sec. 404(a) (3) (A). 
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ability to continue a plan during depressed 
periods. 


Up to a few years ago smaller companies 
were seriously hampered by the lack of 
investing facilities in organizing profit-shar- 
ing and self-administered-type pension plans. 
The first major break was the setting up by 
the commercial banks of common funds to 
fill this role. More recently, mutual funds 
have invaded the field. The indications are 
that the services they offer are being used 
on a rapidly growing scale. 


The currently popular deposit-administra- 
tion and self-administered pension plans may 
be so set up that the amount of the yearly 
contribution in respect of current service 
is discretionary within an allowable dollar 
range, rather than confined to a set figure. 
This dollar range is developed yearly by 
the actuary in the form of the upper and 
lower limits applicable to that year’s con- 
tributions. One possible advantage of the 
ability to vary contributions from year to 
year is that larger-than-average deductions 
may be taken in high tax rate years, The 
responsibility of the employer must be met 
ultimately, so much that is accomplished in 
the name of flexibility is only a postpone- 
ment. In evaluating these possibilities, it 
is important to distinguish between cur- 
rently deductible and past service cost. For 
example, a make-good for an earlier year 
in which the contribution was below the 
lower limit set forth by the actuary most 
likely would have to be amortized over a 
future ten-year period.” 


Deposit-administration, self-administered 
plans and some types of group annuities 
are more likely to omit benefits for those 
employees who die or leave the company 
prior to retirement age. Obviously, elimina- 
tion of such benefits will result in 


savings. 


cost 


Careful study should be given to such 
features as life insurance, termination allow- 
ances, disability and early retirement, For 
example, from a tax standpoint, group life 
insurance has several advantages over the 
same amount of coverage through a pen- 
sion plan. In conventional group life plans, 
no part of the premium payments by the 
employer results in taxable income to the 
employee,” and, on death, the proceeds are 
not subject to income tax.** When included 
in a pension plan, the equivalent of the 
term insurance premiums is taxable cur- 


* 1954 Code Secs. 404(a)(1)(B) and (C) and 
404(a)(2). 

2! Regs. Sec. 1.401-1(b) (ii). 

*2 1954 Code Sec. 404(a)(1) and (2). 

*%G. C. M. 16069, XV-1 CB 84. 

2+ 1954 Code Sec. 101(a). 
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rently to the employee and the 
reserve portion may be subject to tax as 
ordinary income upon collection of the pro- 
ceeds at death before retirement,” except 
for the $5,000 death benefit exclusion.” Un- 
der some pension methods, lite 
insurance coverage is essential, but its tax 
disadvantages should be recognized. 

It is 


size 


pension 


funding 


p< »ssible, as a 
and 


company grows in 
prosperity, to convert a_ profit- 
pension plan which has become 
obsolete into a modern type pension plan. 
As a rule the conversion is complicated and 
requires careful draftmanship. The Internal 
Revenue usually tries to enforce 
full vesting of all previously forfeitable 
the date of terminating the old 
plan.” The amount thus 
equivalent of funding the past service cost 
of a new plan. If a new pension plan pro- 
vides for termination benefits prior to re- 
this probably would not be a 
material cost factor, but if 
limited to 
employ at 
amount 


sharing or 


Se rvice 


credits at 


vested is the 


tirement, 
the benefits are 
those still in the 
retirement age, a part of the 


loss tactor 


pensions fot 


thus vested ts 


Benefits 


Both 
make 


the beneficiaries: 


profit-sharing and plans 


possible 


pension 


the following tax benefits to 


(1) Pensions are taxed as annuities on 


cash The 
ducted by the employer build up tax free at 
compound interest within the plan 


collected in 


basis amounts currently de- 


- - ae 


are taxed only as benefits are 
his is at a time when 


the applicable level of should 


the form of cash 
surtax 


than they were in the 


rates 
be lower employee's 


t 


active years 
2) Capital 


here the total due 


treatment is available 


under the plan 


gain 
is paid 

the employee after separation from serv 
ice, but if paid in installments must be re 
ceived 


within one taxable vear of 


‘apital gain treatment is available 
distributee, in respect of the intere 
a decedent, if such total paid 


a taxable vear of the distributee, and 


interest 1s 
within 


this applies whether or not the employee 
had received some 


to death.* 


pension payments prior 


tegs. Sec. 1.402(a)-(1)(a)(3)C) 

* 1954 Code Sec. 101(b) 

7 Rev. Rul, 55-186, 1955-1 CB 39 

* 1954 Code Sec. 72(d) 

* 1954 Code Sec. 501(a), provided there is no 
“unrelated taxable business income’’ under 
Sec. 511 and there are no prohibited transactions 
under Sec. 508 

* 1954 Code Secs. 402(a) and 403(b) 
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(4) The amount received by a decedent’s 
estate that stems from the employer’s con- 
tributions and is payable to a named bene- 
ficiary is free from the federal estate tax.” 

(5) There is no gift tax on the exercise or 
nonexercise of an election under which an 
annuity will payable to a_bene- 
upon the employee’s death; this 
does not apply to the portion attributable 
to the employee’s contributions.” 


become 
hciary 


(6) Up to $5,000 of the total amount dis- 
tributed in one year is exempt from income 
tax whether the interest of the decedent 
was forfeitable or nonforfeitable.” (a) Where 
paid in benefht 
is given in the form of an addition (maxi- 
mum of $5,000) to the 


contract,” 


instalments an equivalent 


“investment in the 
but this only applies to the ex- 
tent of the forfeitable interest of the 
decedent.” (b) The exclusion does not re- 
late to amounts received by the survivor 
under a joint and survivor annuity where 
the employee received one or more pay- 
ments during his lite 


Of these benefits the capital gain and ex- 
from gift 
the highly paid 
reasons for adoption of a qualified plan by 


, 
those 


emptions and estate taxes favor 


and represent persuasive 
closely held companies which have a 


stockholder management 


Savings Plans 

Savings or thrift plans have proven to be 
popular with the Oil and 
ere labor cost is a 
dol- 


later years 


industrial giants 
chemical companies, wl 


small part of the 


comparatively sales 


lar, inaugurated the trend. In 1 
plans have been offered by the automotive 
other fabricating companies, whose labor 


sales do 


aller Companies 
nere are sone drawbacks 


ny drawback is that 


stock- 


ie 


k ex- 


eriv, 


the 

of administrative 
factors do not bar 
to the smaller compani 
impede their use. 

'1954 Code Sec 
(a)(2) 

71954 Code Sec. 402(a)(2) 

> 1954 Code Sec. 

* 1954 Code Sec. 2517 

%*% 1954 Code Sec. 101(b)(1), €2)(A) and (B) 

* 1954 Code Sec. 101(b)(2)(D) 

71954 Code Sec. 101(b)(2)(C) 


102(a)(1), 


2089(¢) 





The usual format is for the employer to 
agree to contribute to a trust a given per- 
centage of the employee’s deposits therein. 
The employer's contribution may be in- 
vested in its common stock or in some other 
security, usually at the employee’s discre- 
tion. In some plans the employee’s deposits 
may be placed in the employer's stock, but 
more often are invested in a security such 
as United States Government bonds. If the 
plan is qualified as a profit-sharing or stock- 
bonus plan,” the employer's contribution is 
deductible currently” while the employee 
pays no tax thereon until withdrawal.” The 
Code allows special tax advantages to in- 
vestments in the employer’s shares." For 
example, there are two situations in which 
unrealized appreciation on such securities, 
when distributed, not taxable until the 
employee sells them, even though, at market 
value, the distribution is in excess of the 
employee's cost (1) to the extent 
that the securities were purchased with the 
employee’s contributions, and (2) whether 
bought with the employee's or the employer's 
contributions, if the distribution qualifies 
for capital gain treatment. 


is 


basis: 


Deferred Compensation Contracts 


The deferred compensation contract rep- 
resents quite a radical break with traditional 
concepts. Under such an arrangement mem- 
the high-salaried executive class, in 
that a bird in the bush is 
the hand. In a sense, this 
also may true of other benefits 
such as pension, profit-sharing plans and 


bers of 
effect, 
worth 


declare 
two in 
be fringe 
stock options, but the feature that renders 


deferred contracts more spec- 


tacular in this regard is that they usually 


compensation 


are in lieu of increases in salary. 


In return for postponing the receipt of 
income, the executive wants assurance that 
he will collect the benefits after the deferral 
There are two counts 
uncertain 


period has expired 
upon which collection 
One is the of 
tomarily written into such contracts to give 
it attributes of forfeitability, and the other 
is the credit risk. The latter, which is the 
more real of the two, applies primarily to 
the smaller corporation. of their 
control of the company’s destiny, members 


may be 


series contingencies cus- 


Because 


of the owner-manager group have little need 
for a deferred compensation contract as such 
However, if such an agreement can be used 

% Mississippi River Fuel Corporation  v. 
Koehler, 58-1 ustc © 9300 (DC Mo.). 

* 1954 Code Sec. 404(a)(1) or (3). A specified 
maximum contribution usually is needed in 
order to avoid discrimination under § 401(a). 

© 1954 Code Sec. 402(a). 
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to provide security through funding of the 
to make payments 
after their retirement, something desirable 


company’s obligation 


has been accomplished for them. 


From the employee’s point of view, the 
primary objective of deferred pay contracts 
is deferral of the reporting of gross income 
until the proceeds under the contract have 
been received. It is customary to insert 
contingencies having to do with such matters 
as continuation in the present employment 
for a given period of years, the rendering 
of consulting services during retirement, 
noncompetition with the employer after re- 
tirement and the like, in order to give the 
arrangement attributes of forfeitability. 
W here trust, express implied, 
present, deferral may be available without 
such contingencies, the mere re- 
ceipt of a promise from an employer to pay 
an annuity in the future has not been held 
to a taxable event for a cash basis tax- 
payer.” Contingencies should not be 
sidered superfluous, however, and should be 
as genuine as possible, because they do pro 
vide protection of a nontax to the 
employer and, in addition, could be used 
to bolster the employee’s case for deferral 


no or 


1s 


because 


be 


con- 
type 


in the event that the courts change their 
attitude on the timing for the taxation of 
private annuities or should find a trust 


The principal interest of the employer is 
to safeguard deduction. Clearly, where 
the employee’s interest is forfeitable, no de- 


its 


duction can be obtained, even by employers 
on an accrual until the benefits 
distributed.“ If it determined that the 
employer up a trust in order to 
provide security for the employee, the em- 
ployer never will obtain a deduction unless 
the employee’s rights are nonforfeitable in 
the year of contribution to the trust. But 
that would defeat the basic purpose of the 
plan, because then there would be no de- 
ferral of tax for the employee, Accordingly, 
it will be 
features to deferred compensation contracts: 
(1) The rights of the employee should be 
forfeitable, at least during the year of earn- 
ing the credit and, preferably, until after 
the termination of the deferment period; 
and (2) where the employer funds its obliga 
tion under the plan, it should be done in 
such a manner that the assets reserved for 
the purpose remain the property of the 
employer and, as such, are subject to the 
claims of creditors.” 


basis, are 
is 


has set 


seen that there are two essential 


"1954 Code Sec. 402(a) (2). 

* Commissioner v. Oates, 53-2 ust 
F. (2d) 711 (CA-7). 

“ 1954 Code Sec. 404(a) (5). 

“ Casale v. Commissioner, 
(CA-2). 


" 9596, 


57-2 ustc {% 9920 
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Stock Options 
Through the stock 


selected group ot officers and employees get 


restricted option a 


a free ride.” If the stock increases in value 
in relation to the option price, the optionee 
move in and make his purchase at the 
and, should the market decline, 
If he had been 
would have been subject 


may 
option price, 
he suffers no economic loss. 
a shareholder he 
risks 


However, the 


to market during the same period. 


optionee has his problems, 
should be 


trouble 


alert 
sources of One is the 
and the other is the 
the purchase lf the 
conforms in all 
laborious creation of 
stock option * 


does not 


too, and to two possible 
income tax 
matter of financing 
arrangement 
with that 


the restricted 


option 
essential re spects 
Congress 
sale 
the 


within six 


and Ww, alter exercise, 


occur within two 
option 


months atter the option was exercised, any 


irom 


years 


date the was granted or 


fit on a later sale will be long-term cap 


Should 


al gain.* there be a premature 


any ordinary income. If the 
of the stock on the option was 
offered was between 8&5 per cent and 95 per 


ot the 


sale, profit ts 


value date the 


cent market value, an ordinary in- 
come element may be present, even though 
the holding period requirements are 1 
Financing problems take away much of 
stock 
rice consisting 


ie market 
issued 


attractiveness of restricted options, 


the minimum ot 


] 
cent or | value on 
the day the 


vond the 


more ot t 


option was may be be- 


means of the optionee. This is 


true 


} 
' 


even though the option price proves to 
bargain at the date ot 
Otten it 1s necessary to 
part of tiie option stock 


the six-month holding period expires, thus 


“genuine exer- 


sell a ub 


right after 


ea 
CIs¢ 


stantial 


curtailing the optionee’s 

Bank tend 
term financing, and loans from the employer 
not be of state laws. 


equity interest 


loan restrictions to thwart long 


may the answer because 


fails to achieve the status 


stock 


If the 
restricted 


opti mn 


of a option, tax problems 
of paramount importance 


most small 


It is un 
offer 


active 


be Come 


sate tor companies to 


stock options, because, lacking an 


market for their shares, there can be no 


assurance that the option is at least 85 per 
market value. Ii com 
and fail, Section 421 is so 


would be 


cent of the such a 
pany were to try 
constructed that all 
lost and the 


same tax 


protection 
would 
though 


receive the 
Section 421 
That 
received 


optionee 
treatment as 
had been ignored in the first instance. 


is, he would be deemed to have 


$21(d). 
21a) 

421(a). 
421(b). 


© 1954 Code See. 
* 1954 Code Sec. 
* 1954 Code Sec. 
*§ 1954 Code Sec. 
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income in the 
difference 


ordinary 
measured by the 


vear or exercise, 
between the 
option price and market value of the shares 


at the date of exercise. 


One of the drawbacks to restricted-stock- 
option plans affecting decedent’s estates was 
removed 
provided 
spread 


earlier in the when it was 
that where there is a 
between option 
price, or there is an 
the date of death, the value of the option at 
date of death is added to the option price m 
at the tl 
beneficiary. Previously, the spread at 


had 


year 
favorable 
price and market 


unexercised option at 


arriving cost basis to the estate or 


of death been ignored in arriving 


cost basis. 


courts 


may be 


Some recent developments in the 
that 


developed for the use of nonrestricted stock 


indicate effective techniques 


interest 


situations stimulate 
One 1s 


options Two 


m this p ssibility. where 


ket value of the 
sufficiently reliable to use a restric 


with 


employer's stock ts not 
ted stock 


option safety, and tl 


management Wants to give 


prices materially below 85 per cent of m 
ket value two paths open. 


unassignable options which 


There are 
the case of 
restricted, the 
and Ogsl 
having the 


date throug 


not qualify as reasoning in 


the Lo Bue” 


} 
tollowed by 


cases may be 


ptionee exercise 


at an early giving his note 


should f1 


element at 


eeZze 


level 


(state 


h 
law permitting). This 


ordinary income a low 


establish a cost basis for Caf ital gain. 


» other would be to use a fully assignable 
spread at the 


spread would 


having a_ favorable 
of offer. In the 


in the 


option, 


first, the 


year of exe 
} 


date 
be taxable 
the second, in t 
The 


money thus advanced, but in a 


“cise and, 
} 


ie year in which the 


is made optionee must 


ation, that 1s not too high 


for freezing the 


Conclusion 


The efficacy of a given com 
benefit program must be measure 
in terms of the company’s ability 

hold h 


to which it 


and th calibre employees, t 


has made the abundant tax 
available t 
both. Undeniably, 


there is dithculty in assessing the employer's 


vantage of fringe benefits 


othcers and employees, or 


performance in these regards, because of the 
lack of a set of objective standards. 


[The End] 


© O67 


Lo Bue, 58-2 ust 9675 
Dec. 22,600, 28 TC 1317. 
Ogsbury Estate, 58-2 vst 


*” Commissioner v 
(CA-3), aff'g CCH 

” Commissioner v 
" 9737 (CA-2). 





Problems Encountered 
in Valuing Inventories 
By EVERETT C. JOHNSON, Arthur Andersen & Co., Chicago 


T HE DETERMINATION of inventory 
valuations presents many problems, only 
a few of which have been at issue in court 
cases on federal income tax matters. In almost 
any business operation, the valuation of inven- 
tories is the largest single variable factor in 
determining annual net income 
for any period shorter than the entire life 
of the enterprise. 
how seldom the 
questioned 


Much 


income 


mcome or 


However, it 1s surprising 
valuation of inventories Is 
by the Internal 
attention is 
and 
such as 


discussed or 


Revenue Service cen- 


tered on accruals of expense, 
on overlapping items taxes and 
incidental expenditures, but very little thought 
is given to the largest and most important 
overlapping item, inventory. 

The Internal Revenue Code provides that 
inventories shall be taken on a basis which 
shall conform 
best practice in the trade o1 
business and as most clearly reflecting the 
income.” (Internal Revenue Code of 1954, 
Section 471.) Therefore, accounting princi- 
ples and | primary im- 
portance 


“as nearly as may be to the 
accounting 


procedures are of 


The most commonly used method for 
valuing inventories is “cost or market, 
whichever is lower.”” Another common method 
What is If a taxpayer is 
buying and selling only one item and pays 
a price for that item which includes de- 
livery to his store, that price is cost. Today's 
this simple. A taxpayer, 
merchandising organization, 
ordinarily buys and sells many items and 
costs fluctuate widely. Some items will be 
purchased on a delivered basis, while on 
others delivery costs will be paid by the 
purchaser Sometimes, import 
cash discounts, and 


° “‘ ” ‘““ ”> 
is cost. cost ¢ 


business is not 
even a small 


duties, ex 
cise taxes, 
other additions or 
are involved. Very quickly the determina 
tion of cost becomes involved. If manufactur 
ing or processing operations occur, additional 
problems develop. It is not my intention 
to dwell on the ordinary features that are 


quantity or 


such reductions to cost 


handled on a fairly consistent basis through- 
out our economy but, rather, to discuss the 
types of things that are more involved and 


866 
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that shift material amounts of income 


from one year to another. 


can 


Small new operations often do not retain 
experienced accountants to assist in deter 
mining accounting policies. In many cases 
the owners consider the cost of such assist 
ance to be excessive. Therefore, very simple 
Very 
often, inventory quantities are no more than 
educated Cost, if material pur- 
chased is involved, is the price last paid for 
the item quantity. If manu 
facturing is involved, material 
used plus direct labor, both often estimated. 


inventory procedures are established. 


estimates. 


regardless of 


“cost” 1s 


Work in process is either ignored or valued 
—on an estimated basis. We see many in 


stances where inventory procedures are so 


poor that we 
without making 


cannot certify to statements 


many material adjustments 


As a business grows and becomes bette: 
established, inventory procedures usually are 
improved. 
that managements have fairly 
formation on which to base prices. A 
accountant important 
the organization, and some formal method 
However, 
W hat 
extent 


Several 


Competition makes it imperative 
accurate in 
becomes an cog im 
of assembling costs is adopted 
at this state 


enter imto 
indirect 


is elusive 
“cost”? To 
included ? 
leading accounting 
from the Internal 
effect that such 
need not be included in 


even “cost” 
items 


should 


what 
costs be 
years ago a firm  s¢ 
cured a ruling 
Service to the 


taxes and 


Revenue 
items as 
repairs 
determining inventories Later, 
that ruling was withdrawn. However, it is 
difficult to find any fixed rule setting forth 
the items that should be 
in determining inventories for tax purposes 


costs in 


included as cost 


Under the theory thi 
been developed in court decisions wi 


consistency 


spect to inventories, it appears that almost 
any method of determining 
able if consistently applied (Proposed Treas 
ury Regulations Section 1.471-2(b); The 
Buss Company, CCH Dec. 616, 2 BTA 266; 
Milwaukee Valve Company, CCH Dee. 
23,156(M)). Therefore, it would 


that a taxpayer including only material and 
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cost is accept 


appear 





inventories in 
business 


labor in computing 
when the taxpayer's 
small and growing can continue that prac- 


direct 
years was 
tice indefinitely regardless of the importance 
of indirect However, perhaps the 
Internal Revenue Service can insist on a 
proper computation of and make the 
appropriate adjustments to net income un- 
der the provisions of Section 446(b), relat- 
ing to change in accounting method. 


costs 


cost 


Many accountants insist that all elements 
of cost must be taken into account tf state 
When a corpora 


direct costs in 


ments are to be certified. 


tion that has used only 


valuing vears changes 
its method of 


costs for 


inventories tor prior 
to include indirect 


faced 


valuation 


accounting 
e problem of the proper treatment of 
, 


purposes, it 1s 
with tl 
the adjustment for tax purposes. In severa 
familiar, this 


adjustment has been reported as income in 


instances with which I am 


the year of change. In other cases the ad 


justment has been arbitrarily apportioned 


to earlier years after full disclosure and dis 


cussion with the Internal Revenue Service 


that determining 


that sl 


eviously mention 


indirect ould be in 
for inventory purposes can 


Some of the 


tt questions thi 
are as follows 
\re losses on detective mer 
part of the cost that sl 
good units produced? 
Do overtime premiums 
of cost tor invent 


a current 
Lf the 


full production, can part of the operat- 


I 
rst he 


expense 


plant opere 


segregated as current expense, 


cost allocable to actual produc 


all the 


tion and includable in cost for inventory 
pur 


poses 
Do engineering pment expenses 

lid 
constitute cost ¢ au n, costs mciu 


able in inventories, or direct expenses? 


Does the entire depreciation deduction 


an accelerated basis constitt “cos 


inventory purposes 


Do unusual items such as excess paymen 
1 materials for example, gray 


prices in excess of normal prices 


“cost tor inventory purp 


' 

1 could em 
tor this 
The 


includable in 


merate 


the toreg 


many 
purpose 


bast concept of cost ¢ odue 


determining inventory values 


unting purposes recogni S 


incurred that are 


for general ace 
} 


as cost those items 


mally incurred during production 


are allocated to proc 


costs 
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theory that full production would be main- 
tained on a normal working-day basis. 
Therefore, overtime premiums incurred dur- 
ing a peak period, or spasmodically, would 
not be taken into account. However, it 
working overtime was a regular practice 
throughout the overtime premium 
would be a inventory 
Normal losses on defective merchandise and 


year, 
cost for purposes. 
engineering costs incurred to maintain pro- 
duction are costs for 
Abnormal losses and new product develop 


Inventory purposes. 


} 


ment costs would be excluded. Overhead 


costs incurred during periods when produc- 
reduced 
From 


tion was stopped or substantially 


can be excluded from inventory costs 


hese examples you can see that many ques 


tions must be decided on the basis of the 


relation of the 


Yu mu can 


that 


item to normal production 


easily see the room tor argument 


What Is ‘‘Market'’? 

But 
fined as 
would sell an inventory 
More recent 
residual usefulness 


what is “market”? It has 


, 
which a 


been de- 


lo. -_ 
Willing seller 


the price at 


1} 
item to a Willing 
} 
! 


y, it has been expressed 


buver. , 
inventory. 


ds the 
Most 


placing the 


accountants consider 


inventory tl 
lt | 


remaining usetuiness; 


question from 
estimating 

upon disposition in course of 
iess: still others 1 an inventory 
if it is not 


group 


can hardly be considered useful 


1 ¢ 


, 
expected oO produce a this 


would measure usefuln 1 a manner 
ould be expected ) rt a profit 


ultimate dispos inventory 


American 
Accountants 


(by irchase 


1) Market 
’ 7 ] 
realizable value 


ordinary 


— a 
hat inventory 
of prevailing 1 
able value witl 


that 


1one exceplion 


cost is lower than 


reduced by the 


replacement 


mMar- 
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and 
cost, the net 


maintained, 
than 
value less profit margin would be the pre- 


gin ordinarily assuming 


each is lower realizable 
ferable amount to use in pricing the inven 
tory. Thus, if the current replacement cost 
of an article in inventory is $100 and the net 
amount expected to be recovered in the or 
dinary course of business is $90, the market 
value would be $90. However, where the 
replacement cost is $100 but the realizable 
value of the item reduced by an allowance 
for a profit is $110, the market value would 
be $110. Of than 
market in inventory 
should be realizable 
value estimated 


course, if cost is lower 


illustration, the 
Net 


less 


either 
priced at cost. 
price 
costs to comple te and sell. 


means selling 


Practical Problems Raised 


The application of the foregoing inter 
pretation of market raises certain practical 
problems. The replacement 
pricing the inventory 
would be paid tor 
with those which are ordinarily 


by the company; frequently, only nominal 


costs used in 
should be those which 
comparable 


purchased 


quantities 


or unrealistically high quotations are pub- 


lished tor items which are in tight supply 


Ordi- 
would be 


or are not available in any quantity 
narily, date 
date on which market values 


determined. 


the balance sheet 
chosen as the 
should be 


selected as 


However, the price 
market 
date must be a realis 
In other words, if price trends and 


being representative of 


at the balance sheet 
tic one 
other conditions subsequent to the balance 
sheet date but prior to the final closing of 
the books for the year substantially, 
this would have an important bearing on 


the determination of a realistic market price 


vary 


on the balance sheet date 


reached as 
and 
equally 


After a conclusion has been 
to the meaning of the terms 
“market” there still remains the 
perplexing problem of whether, in the ap- 
plication of the lower-of-cost-or-market 
method, the lesser amount should be deter- 
mined by 


“cost” 


reference to each item in the in- 
ventory, to the inventory as a whole, or to 
major classes or categories within the in- 
ventory. The American Institute of Certi 
fied Public Accountants recognizes that any 
of the three methods is acceptable provided 
the method used “most reflects 
income.” No rules 
be laid down as to how 
shall be 
vary so widely among industries and among 
companies within a industry and 
since it is always important to consider the 
relationship between the movement of sell- 
ing prices and the changes in costs. 
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clearly 
ironclad 

this determination 
made in all cases, since conditions 


periodic can 


single 
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Most accountants preter to apply the rule 
item basis 
with 


market on an item for 
method is in 


of cost or 


because this agreement 


the general balance sheet theory of writing 
off loses when they occur but not anticipat 
ing gains. It is frequently argued, however, 
that in case two raw materials are combined 
to produce a single end product and the 
prevailing market for one of the raw mate 


rials is below cost, whereas conditions are 
reversed in the other, the inventory 
should be 


basis 


priced on the 
Assuming 
market 
equaled the 
material 
end product 
method in 


materials 
or aggregate 
dollar 


raw 


decrease im the value of 
dollar in 


that 


material 
other raw 
of the 


one 
crease in. the and 
the selling does 


this 


price 
not change, the aggregate 
instance would more clearly reflect periodic 
income. ‘The 
often results im 
tions ot the inventory 
which are deferred by offsetting them 
unrealized profits on other 
inventory. 

The foregoing 
market are quite 
principles. However, the practical applica 
tion of these basic rules is quite complex 


mi thod, howevet 


torward 


aggregate 


carrving nm por 
irrecoverable costs 
against 


segments of the 


statements relating to 


general and state bas 


For example, steel is usually shipped from 
the east 
through the 
this method of 
The freight was much 
When the in 1945, 
shipments were possible, but very 
Was market 


ment 


coast to the west coast by water, 


Panama Canal. During the war 


shipment was impossible 


cost by rail higher 
was over some 


limited 


War ocean 


value cost plus normal ship 


cost or was actual cost the proper 


basis of valuation? 


manufacturing operations, the 
problem of balanced production is quite in 
volved. If too 
ticular part is 
years’ supply is included in 
the excessive quantity be written down to a 
“market value’? 


for discontinued 


In many 
large a quantity of a par 

that 
inventory, Can 


produced so several 


Very often, spare parts 
items are carried in in 
ventory for many years. Must all such parts 
be carried at cost unless scrapped? The 
problem of determining “market value” for 
manutacturing 


the inventory of a large 


concern can be very complex and difticult 


For example, if a corporation has spare 
parts for discontinued models on hand, it is 
extremely difficult to predict whether all o1 
any substantial portion of parts 
be sold in a reasonable period. 
unless space is extremely important, all of 
such spare parts will be retained in a usable 
condition. If 1,000 items are on hand 
sales in the last preceding year were 50 
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such will 


However, 


and 





should the entire thousand be valued 
substantial portion be 
value? Is_ the 
an item by 


units, 
at cost, or, can a 


written down to. salvage 


write-off made on item basis 


or on some more general method? 
rule 
taxpaver has 


method for deter 


In this area I believe the consistency 


is most important It the 


ack pte d oa_ reasonable 


mining the value of such inventories and 


hat method has been consistently applied 


it should be satisfactory 


and should be ap 


proved i wver-all rule can be estab 
lished thi an be applied to all taxpayers. 
Che operation of a normal business corpora- 
is so complex that rules of general 
would be unfair and 


If the method adopted by 


application burdensome. 
} 
a particular tax- 


payer is reasonable and is consistently ap- 


plied, any shifting of income from one period 
to another is incidental 

The Internal 
sistently resisted the use of any method of 
i that down 
to a point where a normal net profit 
T he re 


Revenue Service has con- 


¢ inventories would write 


result on sales 


subsequent 
fore, any attempt to reduce inventory values 
to a point below the lower of replacement 
cost and the expected realization less cost 


to sell will be questioned. However, if the 
applied 
obtained is 


may 


has been consistently 


taxpayer and the result 


method used 
by the 


from a business standpoint, it 
> allowed in court 


ave tried to give examples of 


oblems L he pe that the 


prac- 
thoughts ex 


pressed will be helpful to you. [The End] 


Trusts and the Grantor 


By JAMES P. JOHNSON 


The author is a member of 
Bell, Boyd, Marshall and Lloyd, 
Chicago, Illinois. 


T HE subject matter of this paper results 
from 


a combination of two suggestions 


One that there be a discussion of the 


uses and, more particularly, of the misuses 
trusts 


Was 


created by 
known as “trusts 
and hort-term trusts.” The 
other was a request for a sort of rough-and- 


pro- 


“cimmick type” 
the 1954 Code.’ generally 
for minors” 


ot two 


ready road through the “power” 
visions of the so-called “¢ 
of the 1954 Code—principally, the 


sions of Section 674 relating to hai 


maj 
itford” sections 
provi- 
nitids 
of trustees can have what kinds of powers. 
Short-term trusts are also a creature of the 
Clifford sections and, therefore, we will be 
largely We may 
also touch on some estate tax problems, but 
always from the point of view of the 
grantor; Mr. Owen will discuss things from 
the beneficiary’s standpoint (page 876). 


concerned with that area 


Trusts for Minors 


Our one major topic that is not primarily 


concerned with the Clifford sections is 


1 Here, and elsewhere in this paper, the In- 
ternal Revenue Code of 1954. 


Federal Tax Conference 


x minors.” Let us tl 


eretore start 
and get them out of the 
2503(c) of the 1954 Code resulted 
desires of taxpayers both 


The $3,000 


with them 
Section 


way 


trom the perennial 


to have and eat their cake 
under 
was supposed to eliminate 
small gifts. 


has engendered are in 


annual exclusion trom taxable gifts 
the gift tax law’ 
complications with numerous 
The complications it 
fact 


“present interest” 


enormous, mostly arising from the 
concept which was early 
the statute 


Before the 1954 Code, if 

trust to pay all the 
for life, the actuarial value of 
Was a present 
mainder was not 


engratted onto 


property was 
income to A 
the right to 
interest, but the re- 


the etore, the entire 


given m 


income 
and, 
gift could never be free of gift tax by rea 
som ot the exclusion Furthermore, 
the mcome interest would be disqualified 
2503(c) 
to a desire to have 


even 


if were discretionary. Section 
\.as a limited 


in trust 


response 
treated 
were not 
substance of the 
in trust for the 


for gitt tax purposes 
trust. The 
section is that an entire gift 
benefit of a person under 
age 21 will be treated as a gift of a present 
interest if the property and its income may 
be expended by him or for his benefit until 
he is 21 and, to the extent not expended, 


as if they gifts in 


See. 2503(b) 
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will pass to him when he reaches 21 or, if 
he dies under that age, to his estate or as 
he may appoint under a general power of 
appointment. Under the final gift tax regu- 


lations, it is immaterial that by reason of 


minority the beneficiary does not have the 
capacity local law to exercise the 
power of appointment given him in the 
instrument... The regulations indicate 
that to quality under this trust 
instrument must impose no substantial re- 
strictions on the discretion of a trustee with 
respect to distributions of income and corpus 
Finally, the regulations provide that a trust 
will not be disqualified under this section 
if it provides that the beneficiary by affirma- 
tive act can extend its term beyond age 21. 


under 


als« ) 
section a 


There has been a great amount of sales 
talk about trusts of this kind. Actually, 
they are not very satisfactory trusts. Some 
of the talk has involved the suggestion that 
trusts be used to purchase life insur- 

doubt whether authority to 
kind of an investment would 
requirement of the regulations 
with use of the trust property 
and income for the minor’s benefit, regard- 
less of who the insured may be. Certainly, 
the true-insurance portion of a policy on 
the minor’s own life cannot benefit the 
minor, else it may benefit. If 
the grantor is the insured, income of the 
trust will be taxable to him under Section 
677(a)(3), discussed below. 


More 


to put 


such 
ance, but I 
make that 
meet the 

respect to 


whomever 


want 
would 


most people who 
property in trust 
have the term of the trust extended 
While the regulations offer 
a means of extending the term of a “minor's 
draft a 
instrument along this line pro 


generally, 
substantial 
rather 


beyond age 21 


trust,” a conscientious attempt to 


satisfactory 


luces difficulties. The beneficiary may want 


to provide other remainders over, by exer 
cise of his power of appomtment or other- 


wise. The trust will certainly remain taxable 


25.2503-4(b) 

Sec. 20.2036-1(b)(2), referring to 
income which is to be’’ used to discharge a 
legal obligation There are three possibilities 

(1) A trust, the income of which is directed 
to be used for a dependent’s support This 
trust seems clearly subject to estate tax 

(2) A similar trust, but in which the income 
can only be used to the extent that other avail- 
able resources, including resources that could 
be made available by enforcement of the 
grantor's obligation of support. Such a trust 
should not be subject to estate tax, and should 
qualify under the proposed Sec, 2503(c) regula- 
tions, but may not satisfy the grantor's desires 

(3) A trust couched simply in the statutory 
Sec. 2503(c) language—discretion to use income 
and corpus for the minor's benefit. Whether 
this trust is subject to estate tax may depend 
on whether under state law the trust properly 
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in his estate and all the income will be tax- 
able to him whether or not he receives it. 
If I were the beneficiary’s attorney, I would 
feel I should advise him that under these 
circumstances he should not extend the 
term of the trust unless it gave him there- 
after a power of revocation and amendment. 
By that time the situation would have be 
come so complicated that it would be very 
hard to live with. 

while a 
attractive 


Furthermore, Section 2503(c) 
trust may look from a gift tax 
standpoint, negotiating a way through other 
tax consequences of its will be 
found to have all the attractions of walking 
a tightrope. If such a trust is created by 
the father of the beneficiary and if the 
income and principal is available for the 
beneficiary’s support, the trust 
might be taxable in the grantor’s estate if 
he should die while the trust was in exist 
(although taxes 
an important consideration to a particular 
grantor).* Whoever the beneficiary is, the 
grantor could not be a trustee holding such 
a power if he wanted to keep the trust out 
of his estate.’ Finally, any trust 
actually expended for the beneficiary's sup 
port would be taxable to the grantor, under 
Section 677, if he were the 
father; if he were not the father, it might 
be taxable to whoever was the father, under 
trust” 
regulations,’ 


creation 


property 


ence estate may not be 


income 


beneficiary's 


provision of the 


Mr. Owen 


the “grandfather 
income tax which 
will discuss 
Not only are 
very good trusts, but in 
used in many 
trust Is 


United 


Section 2503(c) 
addition 
circumstances in 


The 
bonds in 


trusts not 
they are 
which n 


needed at all purchase ot 


States savings a minor's 


name can often meet the gift tax objectives 


of such a trust. If a more inflation-proot 


investment is desired, a gift can be made to 
a child’s mother or other convenient relative, 
accompanied by a simple letter stating that 


it is being made to her as agent for the 


could be used for the minor's support without 
regard to the grantor’s ability to support him 

6’ Lober v. U. S8., 53-2 ustc © 10,922, 346 U. S 
335. But see footnote 34 below. 

® Reg. Sec. 1.662(a)-4, to the effect that trust 
income used to support a beneficiary whom an 
other person has a primary legal obligation to 
support is taxable to the latter, Despite re- 
peated assertions to the contrary, there is no 
square holding in conflict with the regulation 
involving a beneficiary's father (who generally 
has the primary support obligation) nor is the 
result reached by the regulation prevented by 
either Section 671 or Section 678(c) Section 
671 is concerned with “‘dominion and control 
while the regulation proceeds on the theory 
that the father is the real beneficiary of the 
trust. Section 678(c) was intended to be, and 
is, coneerned only with the consequences of 
possessing an unerercised power. 
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child, and that the child is entitled to the 
property and any income from it, proceeds 
of its and The 
can then keep the property in her own name, 
and 
anv income or proceeds received, from her 
own property. The agent may conceivably 
be accused by the 


sale reinvestments. agent 


although she should clearly segregate it, 


beneficiary of conversion 
in investing the gift, but most 
to take this 
trusts which permit the record owner 


parents are 


willing risk. Shares in invest 
ment 


o execute a dividend-reinvestment order 


suitable for thi sort of 
With either of these alterna 
tives used to absorb the $3,000 annual ex 


on, a real trust can then be 


are particularly 


arrangement, 


created out 


Of any 
] 


aesires 


assets ot hich the grantor 


further 


number of states is to 


CXCESS 


to make a gift \ alterna 
ailable in a 
under the recently enacted girts 


rities-tO-minors acts Or 


“unitorm 
However, these stat- 
] 


problems as 


vifts-to-minors acts.’ 
about the 


mm 2503(c) 


create Same 


trusts, and perhaps others 


not discuss them further, since no 


such act is in force in Illinois, and I assume 


a considerable number attending this con 
1 


are from Illinois 


rerence 


Short-Term Trusts—Section 673 


back to the “Clifford” 
rea proper more formally, is Sec 
is 671 through 678 of the 1954 Code.’ 


These sections are in general a codification, 


Let us now get 


which, 


and limitations, 
administrative 
Income 


more 


simplifications 
re markable 


some 
piece of 
which 


ation ippeared in the 


tax regulations” following an even 
judicial legislation by 
Sections 671 and 672 
definitions and other 
The first operative section is 
673 Under this section, the income 


taxable to the grantor if he 


remart kable piece ol 


the Supreme Court 


contain general ma- 


terial Sec 
tion 
of a trust is 
has a reversionary interest in the corpus or 
take effect within 
transfer of the property 
in question to the trust or within two years 
in the trusts 
However, the section does not apply to the 
income of a trust if it is payable 


more designated beneficiaries for 


the income which may 


ten years of the 
case ot 


certain charitable 


ordinary 


to one ofr 


life even though their lite expectancies may 


be less than ten years (and the regulations 
blessing to a trust to terminate 
the death of a beneficiary or the expiration 
of ten years, whichever happens first).” 


give upon 


There are, therefore, three kinds of short- 
term trusts permitted by Section 673: trusts 
tor the life of a beneficiary, two-year chari- 


table trusts, and ten-year trusts 


’ 


The simple 
ife trust can be very useful to provide an 
annuity for a dependent rela 
tired employee. The trust 
a way of getting around the 30 
limitation 

charitably 
minded taxpayer can give 30 per cent of his 
kind of charities and, 
trust for a mini 


trust 


to charity.” “hat — 
‘ : 
income to the right 


in addition, can create 


mum of income 


+ 


two years to pay tl 
© certain charities, excluding the trust 
However, 
no deducti *h allowable for the 
value passing to 


income from his taxable income 
interest 
has a reversion in the 

more than 5 per cent 

the trust property ™ (but 

a deduction is allowable for the income 
interest if the remainder passes to someone 
and a deduction is allowable for a 
interest to 
life interest in the er r or any 
person if the value of 


est 1s ascertainable). he 


itv following a 
other 
remainder inter 


remainder 


charitable bene 
ficiaries of a two-vear trust must be of the 
“extra 10 per (schools, hos- 
must be desig- 
fixed in tie trust 


instrument, so that a discretionary 


cent” variety 
they 


their interests 


pitals and churches); 


nated and 
charita 
trust will not do; and the interest ot 
beer wit! 
] 


taSt TOT 


charitable beneficiary 


“short 
commonly used t ! to a 
trust.” Like “tru nors,” 


trusts have_some 


The term is probably 


most “ten 
vear these 
disadvantages that are not 
always appreciated [ypically, a 
told that he benefi! 


by creating a ten-year trust to provide foi 


parent 


may have been would 
future education of his chil- 
without its 
that he 


back to retire on 


the present or 
taxable to 
till get the corpus 


dren, being 


him, and 


income 
could 





See CCH Federal 
ports © 3145.07-.08 
‘Or more formally still, Subpt. E, Pt. 1, 
Subch. J. of Ch. 1, Subtit. A, Tit. 26, United 
States Code 
® Regs. 118, Sec, 39.22(a)-21 
” Helvering v. Clifford 40-1 ust 
U.S. 331. Who was Mr. Clifford? 
Reg. Sec. 1.673(a)-1(b). Presumably the 
income of a ‘‘life’’ trust must be distributable 


Estate and Gift Tax Re- 


© 9265, 309 


Federal Tax Conference 


Presumably also, however, a 
trustee could have discretion as to which of 
two or more beneficiaries could receive it 
although there seems to be no authority on the 
point 

= 1954 Code Sec. 170(b)(1). 

% 1954 Code Sec. 170(b)(1)(D). 

™ Reg. Sec. 1.170-2(d)(1) 

® Reg. Sec. 1.673(b)-1(b) 


in all events 





One difficulty with this arrangement is 
that the income for the ten-year period can 
return to the grantor, so that an 
ultimate destination must be provided for it 
though the beneficiary, or all the 
beneficiaries, may die within the ten-year 
period. There must, therefore, be an ulti- 
mate gift of income, such as to the estate 
of the last beneficiary to die (which is 
unexceptionable, since a possible right of 
inheritance by the grantor is not treated as 
a reversionary interest),” to a charity or 
to an artificial class such as those persons 
who would been the heirs at law of 
the grantor if he had died immediately 
following the death of the last surviving 
beneficiary. If any income is to be ac- 
cumulated, it must, therefore, be separately 
invested and accounted for, which makes 
for complications both of drafting and of 
administration. 


never 


even 


have 


Another difficulty is that the grantor can- 
not get the corpus back during the ten- 
year period if he needs it unless he himself 
is trustee and he frankly steals it—a propo- 
sition which I find it hard to persuade 
myself to recommend to clients. The dif- 
ficulty is compounded because, even though 
the grantor can’t get the corpus back imme- 
diately, he is taxable currently under Sec- 
tion 677, discussed below, on capital gains 
and other income items added to corpus for 
eventual return to him; the exceptions to 
Section 673 only operate to protect a 
grantor from being taxed on income pay- 
able to someone else. 

If a prospective grantor has enough other 
asscis so that he will almost certainly not 
need the trust property during the term of 
a trust, he should consider whether he 
would not be well advised to go the whole 
way and make a complete gift with no 
reversionary interest at all. He is paying 
gift taxes or exemptions and 
exclusions for a temporary income tax sav- 
ing; perhaps he should make a somewhat 
greater gift tax investment as a price for 
a permanent income tax saving and an 
estate tax saving as well. The ten-year 
trust is somewhat like term life insurance 
as compared to ordinary life insurance: At 
the end of the term you have nothing left 
to show for your expenditure. Neverthe- 
less, there are legitimate uses of both term 
insurance and term trusts. I do not believe 
ten-year trusts are generally worth while 
for a man with little means or for one with 
great wealth. They may, however, serve a 
real purpose for the occasional man in 
between, who would have plenty of other 
assets left over after creating a trust for 


using up 


ad See Reg. Secs. 1.677(a)-1(c): 20.2037-1(¢)(2); 
20.2042-1(¢) (3). 
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any conceivable need or desire during the 
trust term, but who may eventually want 
or need the corpus back. A ten-year trust 
may also be useful to temporary 
exigency. For example, children of parents 
in straitened circumstances may have a 
wealthy grandparent, an uncle or even a 
finance their 


meet a 


family friend who desires to 
educations. In this connection it may be 
worth pointing out that a trust 
can be a “spray” trust, at the expense of 
some additional income tax problems under 
Section 674, to be discussed below, and pos- 
sible estate tax problems. 


ten-year 


This brings us back to various technical 
tax difficulties which trusts will 
be found to encounter in the same way as 
“trusts for minors.” While the income will 
not be taxable to the grantor under Sec 
tion 673, if it is used for the beneficiary’s 
support it may be taxable to the 
under Section 677 if he is the father of the 
beneficiary; if he is not the father, it may 
be taxed to whoever is the father under 
the “grandfather trust” principle previously 
mentioned. For 
cussed, even the value of the income interest 
may be includable in the grantor’s estate; a 
reversionary interest would, of 
includable. In addition, discretionary pow- 
ers may produce income tax problems under 
Section 674, depending on the nature of the 


ten-year 


grantor 


reasons previously dis 


course, be 


discretionary powers involved and the identity 
of the trustee. 


From the standpoint of gift taxes, there 


combining a trust for minors 


is no way of 
with a ten year trust, in spite of recurrent 
suggestions to the contrary. The income 
interest Of a ten-year trust is not property 
ior purposes of Section 2503(c). While no 
gift tax would be payable if the value of 
the income interest is less than $3,000, and 
all the income is payable to a beneficiary, 
with the reversion at the end of the term to 
the grantor, a provision for discretionary 
payment of income would, as we have seen, 
disqualify the income interest for 


interest treatment. 


All in all, if a trust is to be 
used, collateral problems will be eliminated 
if it is kept as simple as possible. For 
example, the trust instrument can provide 
for the distribution of all income to the 
beneficiary, or to the beneficiaries in equal 
shares if there are more than one. Income 
can be deposited in a bank account in the 
name of a minor (and cooperative banks 
can be found which will permit withdrawals 
by a parent) or savings bonds or other ap- 
propriate investments can be found. While 


' 


present 


ten-year 


TAXES —The Tax Magazine 





this 
particular case, 


may not be suitable in a 
a nuniber of the problems 
discussed above will be found to disappear 
where it is suitable and, incidentally, the 
beneficiary's $600 income-tax exemption can 


arrangement 


be availed of 


The opposite of simplicity can be achieved 
by trving to trusts 
special types of assets Sales literature to 


combine ten-year with 
there is no 
ten- 
will 


the contrary notwithstanding, 


combine 

You 
trust and a 
special ad- 


unal- 


special magic in trying to 


trusts and life insurance. 


up simply with a ten-year 


insurance policy, with the 
eacl 
Finally, 


magic- 


disadvantages of 
of the other. 
there mav be the very 
black 


vear trust ot 


vantages and 
fected by the presence 
reverse of 
ten- 


magic, rhaps—in creating a 


income such as a 


interest, 
rent under a lease. 
arrange disregarded for 


tax purposes as simply 


right 


lessor’s 
The 


ncome 


receive 
it may he 
an anticipa 


torv assignment of income.’ 


Practical Guide to Section 674 


The most 
area is Section 674 


} 


part of the Clifford 
One 
section is stated back- 


confusing 
of the reasons for 
confusion is that the 
an aberration of draftsmanship car- 
from the original Clifford regula- 
tions.” Subsection (a) substance 
that a trust is taxable to the 
grantor if the grantor or a nonadverse party 


wards, 
ried ovet 
states in 


the income of 


has a power of disposition over the income 
or corpus (b), (c) and (d) 
provide a variety of exceptions to this 
(4) and 
concerned with 
affect- 
a period 
Section 


Subsections 
then 
Paragraphs (2), (3), 


general rulk 


(8) of subsection (b) are 
a miscellany of thing (2)—powers 
alter 


under 


ing beneficial enjoy yniv 
*h would exempt a trust 


673; (3)—testamentary powers of appoint 


ment in persons other than the grantor; (4) 


powers to allocate among charitable ben 


ficiaries; and (8)—administrative 


11 


powers ol 


cation between income and c 


yrpus 


a 
with 


rest of the section is concerned 


cretionary powers over income and corpus 


of various” kinds. Distinctions are made 
different 
between different 


relationship to the grantor; 


degrees ot discretion; 
depending on 


and be 


between 
trustees, 
then 
tween powers over income and powers over 


1t Helvering v. Horst, 40-2 ustc § 9787, 311 
S. 112 
An _ evil 

‘general rule-special 

much of the 1954 Code. 
” The regulations are liberal about what con- 

reasonably definite standard, for 
example, maintaining an accustomed standard 
of living (Reg. Sec. 1.674(b)-1(b)(5) (i). See 


also Reg. Sec. 25.2511-1(g)(2) (gift tax). 


compounded by the horrendous 
rule’’ characateristics of 


stitutes a 


Federal Tax Conference 


corpus. <A distribute 
income to a beneficiary or among a defined 
group or 
cumulate income can be considered to have 
found its way safely through this labyrinth, 
vill not be taxed on trust 
reason of the existence of the 
under any of the 


power to corpus or 


class of beneficiaries or to ac- 


so that a grantor 
income by 
following 


power, cir- 


cumstances: 

(1) If the 
ably definite standard set 
instrument ™ 


power is limited by a 
torth in the trust 


reason- 


(a) As to corpus, regardless of who holds 


1 


t 
the power and whether or not the benefici- 


aries are income beneficiaries ((b)(5)(A)).” 
(b) As to held 
more trustees and if neither the 


his » aif she is living with 


income, if the power is 
by one or 
grantor nor 
him, are among trustees holding the 
power (d) 

2) 


(2) If the power is held by one or more 


one of the 


trustees, and the grantor is not 
’ 


and if at least 


power are 


holding t 
halt of the 
“independent,” 


trustees e power! 
trustees holding the 
whether or not, in the case 
of a power over corpus, the beneficiaries are 


income beneficiaries (c) 
meant a 


spouse if 
parents, 


By an “independent” trustee is 


who is not the grantor’s 


living him, his 


trustee 


she is with issue, 


brother, sister or employee; nor a corpora- 
a corporation in which 
have significant 


a subordinate employee 


tion or employee of 
the trust 
power, 


and the 
nor 


grantor 
voting 
ot a corporation of which the grantor is an 
However, 


executive.” any of the foregoing 


can be a trustee if he is an adverse party’ 


or can be shown to be not “subservient to 


the wishes of the grantor.” 


(3) If the 
port a dependent of the 


power 1s to use income to sup- 
and the 


who 


grantor, 
income is not » used, regardless of 
holds the 
held by 


trustee or cotrustee ((b)(1)) 


power except that it cannot be 


the grantor if he is not acting as 


(4) Regardless of who holds the power 


and regardless of standards 


(a) As to corpus, if the only beneficiary 
ot the power is the sole income beneficiary 
ot a trust or, when there is more than one 
beneficiary of the power, if they are current 
income beneficiaries and if any distribution 

*” This and 
to subsections, 
of Sec. 674 

'Sec. 672(c). 

*= Subsecs. 672(a) and (b) purport to define 
“adverse’’ and ‘‘nonadverse’’ parties. The lat- 
ter subsection will be found to be particularly 
helpful. The regulations attempt to be of some 
real use (Reg. Sec. 1.672(a)-1). 

** See Sec. 677(b) and Reg. Sec. 1.677(b)-1. 
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must be charged against the proportionate 
share of corpus held for payment of income 
to the recipient as if it were a 
trust ((b)(5)(B)). 


separate 


(b) As to income 


(i) if the power is exercisable only to 
withhold income from a beneficiary while 
he is under 21 or under a legal disability, 
and accumulated income is added to corpus 
((b)(7)) or 


(ii) if accumulated income must ultimately 
be pavable either: 


(A) To the beneficiary from 
was withheld, or if there is more than one, 
to the current income beneficiaries upon 
termination of the trust, or upon a distribu 
tion of corpus augmented by accumulated 
income in specified in 
the trust instrument any such case, 
if any beneficiary “does not survive a 
date of distribution which could 
ably be expected to occur within his life- 
time, to his appointees (or alternate takers 
in default of appointment) under any powe1 
of appointment, general or special, or if he 
no power of appointment to 
alternate takers (other 
the grantor’s estate) whose 


whom it 


shares irrevocably 
or, in 


reason 


one or 


has 
more designated 
the grantor or 
shares have been irrevocably specified in 


than 


the trust instrument 
Or 


(B) “To the beneficiary from whom it 
was withheld, his estate, or his appointees 
(or persons designated by name, as a class, 
or otherwise as alternate takers in default 
of appointment) under a power of appoint- 
ment held by the beneficiary which does 
not exclude from the class of possible ap 
person other than the 


creditors, or the 


pointees any bene 


ficiary, his estate, liis 
creditors of his 
cumulated income of a trust is ultimately 
payable to the estate of the current income 
beneficiary, or is ultimately payable to his 
appointees, or takers in default of appoint 
ment, under a power of the type described 
[above], it need not be payable to 
the beneficiary from whom it was withheld 
((5)(6)). 


estate. ... + & the ac- 


under any circumstances.” 


The regulations point out that this last 
exception, under Section 674(b)(6), is ap- 
“spray” trust only under 
For example, 


plicable to a true 


very limited circumstances. 





*% This and the succeeding quotation are from 
Reg. Sec. 1.674(b)-1(6) (i). 

5 Reg. 1.674(b)-1(6)(i) Cast three sen- 
tences) and 1.674(b)-1(6) (ii) (Examples (1) and 
(2)). 

* Reg. Secs. 1.671-2 and 1.671-3. 


Secs. 
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the exception would apply to a trvst to pay 
the income to the grantor’s two daughters 
in equal shares, with a power reserved to 
withhold income from either daughter and 
add it to corpus, if the corous and accumu 
lated income are distributable in 
shares to the daughters or their 
when the younger daughter reaches 30 or dies 
under that age. ‘The exception would not 
apply, however, (1) if the trust did not 
terminate until the deaths of the benefici 
aries, (2) if there were a_ discretionary 
power to distribute corpus and accumulated 
income to either daughter or (3) appar- 
ently if there were a discretionary power 
to distribute more than half of the current 
income in any year to either daughter.” 
Like most maps, the one 
just looked at does not show every alley or 
every country lane. For example, we have 
been discussing tor the sake of simplicity 
the possibility that the income of a trust 
may be taxable to the grantor Actually, 
the statute speaks of treating “the grantor 
portion of a trust” 


equal 


estates 


road you have 


as the owner of any 
which does not comply with its provisions. 
The difference between the two 
is similar to the difference between the 
position of the beneficiary of a 
listributable trust and the 
trust Che 
concerned only with the net 
tributable to him. The latter is concerned 
with gross income, deductions and credits 
The pains to emphasize 
this distinction.” ‘The same regulations also 
point out that and 
considered as separate “portions” of a trust, 
“treated 
items 


concepts 


currently 
grantor Of a 
in general, 


revocable former ts, 


incOme dis 


regulations take 


corpus income can be 


so that a person can be as the 


ordinary without 
owner” ol capital 
versa. It should also be 
mentioned sort of Greek 
Section 674 that the 


of the section cannot be evaded by designat 


owner” of income 


being “treated as the 


gains, and vice 


that a chorus to 
reiterates ~ provisions 
ing a specified class of beneficiaries which 
is in fact expandable by a power given to 
a third party.” 


Absence of Problems Under Section 675 


Section various kinds of 


trust, if the 


675 proscribes 
administrative 
grantor is not to be taxed on the 
of the trust. Many trust 


tain a page or two of boiler-plate material 


powers over a 
income 


instruments con 


difficult 
Which is 


interpretive 
beyond the 


resolving a 
678, 


77 Thereby 
problem under Sec, 
scope of this paper. 

* Five times, indeed. See the last sentences 
of subsec. (b)(5), (b)(6), (b)(7), (ec) and (a). 

2” Except by natural or pseudonatural means, 
which obviously involve acts of independent 
legal significance. 
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designed to prove that the instrument does 
not run afoul of this section. Actually, with 
a single exception, Section 675 requires 
either what to me are very unusual trust- 
administrative provisions or a very unusual 
course of dealing between the grantor and 
the trustees before you are in trouble. (1) 
The grantor or a nonadverse party must 
have a power to deal with the trust prop- 
erty for than adequate consideration 
or to permit the grantor to borrow corpus 
or income without adequate interest or se- 
curity (expressly, unless the grantor is sole 
trustee); (2) the trust must actually have 
an outstanding loan to the grantor (and 
even such loans are permitted); or 
(3) some person acting in a nonfiduciary 
must have a power (a) to vote stock 
of a family corporation,” (b) to direct or 
veto investments to the extent that a family 
corporation is involved or (c) to reacquire 
the trust corpus (whether or not for equiva- 
lent value). 

As | 
would require a substantial departure from 
what | to be the normal way of 
doing possible exception 
lhe exception is an instrument under which 
the grantor is the sole trustee, and the trus- 
tee is given a general power to make loans 
without without interest). If 
trustee, no 


less 


some 


capacity 


said, all of these circumstances 
consider 


things, with one 


security (or 
sole such 
should be included jin the trust instru- 
However, there are so many other 
why a grantor should not be the 
trustee of an irrevocable trust that 
the circumstance is not apt to arise often 
The statute, as amplified by the regula- 
tions,” harmless a general power 
of this sort if the grantor is not the 


the grantor is the 
power 
ment 
reasons 


sole 


renders 
sole 


trustee. 


As was indicated above, to vote 
and to 
harmful only if a 


nvolved and 


powers 
can be 
corporation is 
only if they are held in a 
nonfiducitary capacity. A professional in- 
vestment adviser probably acts in a fiduciary 
capacity. In any event, any voting or 
investment powers given to a third person 
in connection with a trust involving family- 
corporation stock can be expressly stated in 
the trust instrument to be held in a fiduciary 


stock control investments 


family 


capacity 


Powers to Benefit Grantor— 
Sections 676-677 


The last two sections of the Citfford area 


concern more or less direct powers to 


benefit the grantor of a trust. Section 676 
provides in effect that a grantor is treated 
as the owner of any portion of a trust which 
he has a power to revoke or which any 
nonadverse party has a power to return to 
him. Section 677 provides that a grantor 
is treated as the owner of any portion of 
a trust the income of which might, in the 
discretion of the grantor or any nonadverse 
party, be paid to the grantor, used for his 
benefit, or applied to the payment of pre- 
miums of insurance on his life. The Service 
has never tried to apply this last clause, 
concerning insurance premiums, if in fact 
no insurance policies on the grantor’s life 
are owned by the trust in question during 
the taxable year (unless, of course, the 
trustee is expressly authorized to pay pre- 
miums on policies not owned by the trust). 


Both sections contain a provision exclud- 
ing their operation if a power cannot affect 
beneficial enjoyment for more than ten 
vears or for more one of the other 
qualifying periods under Section 673. It 
should be kept in mind, however, that this 
savings clause relates to income re- 
ceived after the period in question, and not 
to the disposition after that period of income 
received during the period.” Therefore, for 
example, capital gains added to the corpus 
trust, the which 
alter ten 
as they are 


than 


only 


ot a ten-year corpus ot 


reverts to the granto1 years, are 
taxable to the grantor incurred 
Conversely, however, if income is payable 
to the grantor for life, with remainder to 
charity and with no power of invasion, the 
grantor is taxable on the ordinary income 


but not on the capital gains.* 

The final Clifford section is 678, which is 
witii persons other than the 
That is Mr. Owen’s business and 


coneerned 
grantor. 
not mine 


attempted to go into 
income, gift and estate tax 
separation and other 
Sections 71, 215, 


there- 


This paper has not 
the effect for 
purposes of divorce, 
property settlements 
682 and 2516 and the 


under), nor into some niceties of the general 


«see 


regulations 


subject matter which are not suitable for 
the amateur to play around with 


Among these latter are: 


(1) If a trust instrument directs distribu- 
tions necessary for a beneficiary’s support, 
without language of discretion, logically no 
powers are involved, and income and estate 
tax problems arising from the existence of 
powers should be bypassed. 





® A corporation ‘“‘in which the holdings of the 
grantor and the trust are significant from the 
viewpoint of voting control.’’ (Sec. 675(4)(A) 
and (B).) 


Federal Tax Conference 


t Reg. 
2 Reg. 
33 Reg. 


Sec. 1.675-1(b) (2). 
1 


See 
Secs. 


.677(a)-1(f). 


1.673(a)-1(a), 1.677(a)-1(g). 
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(2) To the extent that a trust is required 
to be used for the support of a dependent 
of the grantor, the converse of estate and 
income tax liability is that no gift tax should 
be incurred in its the 
grantor in effect retains an interest in the 
trust. See Hooker v. Commissioner, 49-1 
ustc § 10,724, 174 F. (2d) 863 (CA-5); 
Rosenthal v. Commissioner, 53-2 ustc ¥ 10,908, 
205 F. (2d) 505 (CA-2). 


creation because 


(3) There is aberrant authority to the 
effect that the trust to 
charge a grantor’s obligation to support a 
dependent is supported by consideration for 
estate and gift tax purposes (Chase National 


creation of a dis- 


Tax Planning 


Bank (McDonald Trust), CCH Dec. 19,418, 
19 TC 672 (1953) (acq., 1953-2 CB 5), aff'd, 
55-2 uste § 11,560, 225 F. (2d) 621 (CA-8), 
cert. den., 350 U. S. 965 (1956); Estate of 
Robert M. McKeon, CCH Dec. 21,508, 25 TC 
697 (1956) (acq. unofficially) ). 
Although acquiesced in, these decisions are 
wrong. Payments from a trust for the sup- 
port of a grantor’s minor child discharge his 
support obligation pro tanto, but the creation 
of the trust would unless the 
grantor were thereby released from all 
future obligation of support (even though 
the trust assets were lost), Therefore, the 
creation of the trust does not constitute the 


discharge of an obligation [The End] 


reported 


not do so 
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& Wentz, Chicago, Illinois. 


with the 
In it, it is 
phases ot tax 


concerned 


b irene ARTICLE is 


he grantor 


beneficiary, not t 


proposed to review ccrtain 
planning from the beneficiary’s point of view 
Such tax 
deter to the 
interests of the grantor which, in the 


nature of take precedence. 


in the area of trusts and powers 


planning must, of course, first 
very 


things, 


Foreshadowing certain of the conclusions 
arrived at, | must quickly admit that I have 
been able 


succeed in 


to convince myself, even if I 
convincing no one else, of the 
overwhelming desirability of vesting in “dis- 
whether individuals or 


powers 


interested trustees,” ’ 


the critical 


to insure the desirable 


necessary 
flexibility 
in the disposition and enjoyment of the trust 
the objects of the 
As vou can see from this, 


corpor ations, 


degree of 


income and corpus by 


grantor’s bounty. 
| have also been able to convince myself of 


1A disinterested trustee for the purpose of 
this article is one who is neither the grantor 
nor a related or subordinate party as defined in 
Sec. 672(c) of the 1954 Code nor a person having 
any interest in the trust income or corpus. 

2? Mannheimer, Wheeler & Friedman, 
to Use Sprinkling Trusts,’’ Lasser, Estate 
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the desirability of using “spray” trusts of 
lesser or greater scope, depending upon the 
requirements of the pacticular 


being dealt with 


situations 


This article, however, is not intended to 
be a dissertation on “spray” 
There are too many excellent articles about 
them for me to wish to try 
them for 
Further, I am not 
the tax services or the 


trusts as such 


to compete or 


to rewarm your consumption.” 


going to try to supplant 
many fine texts and 
reference books which deal in detail with the 
law, the regulations and the cases 
If this article will serve 


hope it will be 


any purpose, I 
and, 
phasize certain current and perhaps futur 


to recall thus, re-em 


tax problems affecting trust beneficiaries, 
with a few comments of my own 


and illustrate these proble ms, 


To present 
I have chosen 
to speak in terms of how one perhaps might 
draft a trust or alter it, 
results It 
what is 


why, and with what 
will be that 
said will apply both to 
to testamentary 


possible obvious 
most of 
inter vivos and 


trusts. 


trust from the 
beneficiaries, it 


In considering a 
view of the 


point yt 


first must be 


Techniques (1958), Vol. 1, p. 1077: 
Johnson, Current Legal Forms, Forms 9.06-9.09 
(1957): Sutter, ‘‘The Pro and Con on the Use 
of Sprinkling Trusts,"’ 42 Jllinois Bar Journal 
548 (1954); Fleming, ‘‘The Use of Powers in 
Estate Planning,’’ 32 TAxes 24 (January, 1954) 


Rabkin and 
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determined that one is, in fact, dealing with 
beneficiaries. There are two situations, at 
least, in which beneficiaries turn out to be 
wolves in sheep's clothing. I 
devious, crafty and suspect 
grantors of the nation—against whose ne- 
farious schemes an ever-more-intricate web 


mean those 


wolves—the 


of prohibitions, with clarifying amendments 
of clarifying revisions, of codifications of 
loophole-stopping additions has been for the 
last 40 years, and is now being, spun by 
Congress, with the help of committees, sub- 
committees, advisory groups and the or- 
ganized bar. It makes quite a difference 


Whether one is a beneficiary or a grantor 


One way a beneficiary may suddenly be- 
come the grantor of the trust of which he is 
beneficiary and pur- 
chasing the creation of such trust, by giving 
something for its creation 


is by bargaining for 


Such considera- 
tion may be a trust established by the bene- 
at the same time for the benefit of 
the grantor of the trust created for the 
beneficiary You all know this re ciprocal 
One should alerted 
to the continued dangers of coincident acts 


the actors." 


ficiary 


trust doctrine remain 


which may be transposed betweer 


Or cor the reciprocal must 


trusts, 


have 


t of some sort of equiva 
hich was apparently supported 
the language of the opinion, in 


if recent case in Which the same tru 


was taxed first as part of the 


wite s estate 


d ] ff the husband's F i a acl 


rights 
released Wi 
ces ended 


1950, 


iscquel 
on December 31, 
undoubtedly, still be 


lease or convevance) Yr 


cures 


mmable interests.” Even 


trust the objectionable 


thrift 


interest: 


See Lehman 1 Commissioner, 40-1 ST 

9198, 109 F. (2d) 99 (CA-2), cert. den 310 

S. 637: Estate of Cole v. Commissioner, 44-1 
© 10,091, 140 F. (2d) 6386 (CA-8): Esta 


' 
Commissioner, 45-2 uste © 10,215, 


Hanauer 1 
149 F (2d) 857 
Commissioner 
Rul. 57-422, 1957-2 CB 617 

See Rev. Rul. 56-397, 1956-2 CB 599 

Estate of Newberry v 

stc © 10,889, 201 F. (2d) 874 (CA-3) 
Jarecki, 56-1 vst © 11,603, 232 F 
(CA-7); Estate of Ruxton, CCH Dec 
TC 487 (1953), acq. 1953-2 CB 6 

Estate of Guenzel v. Commissioner, 
© 11,813 (CA-8) 

Pub. L. 378 
(1949) 


Estate of M 


© 11,828 


(CA-2); 


58-2 ws 


reno Uv 
(CA-8) Rev 


Commissioner, 53-1 
McLain v 
(2d) 211 
19,698, 20 
58-2 ust 

Sess., Sec. 6 


Sist Cong lst 
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of the nominal beneficiary and actual grantor 
can be conveyed away because the spend- 
thrift provisions are invalid as to such a 
beneficiary.” 

Another way a beneficiary may suddenly 
become a grantor is by releasing modifying 
or exercising a general power, but neverthe- 
less retaining such relationship to the prop- 
erty to which the power related that if he 
were the grantor the property or its income 
would be taxable to him or his estate. This 
is true under both the income tax and the 
tax provisions of the Code.” It ap- 
pears that the beneficiary’s continued rela- 
tionship to the property which causes him to 


estate 


be treated as grantor need not have been 
from the modification or 
exercise of the power in question. It could 


have already existed apart from the power 


de rived release, 


For my purposes, I will assume that these 
hybrid situations are inapplicable and will 
pass over them, except to make this single 
point. Where an inter vivos 
of appointment respect to a trust 
created before the date of the Revenue Act 
ot 1942 (October 21, 1942) was partially re- 


leased after that date and prior to November 


general power 


with 


1, 1951 (or within six months after 


legal disability), so 


termina- 
tion of that thereafter 
t} 


e power was exercisable only in favor 


le Classes 


permitted und 
and gi 


of 1942 (one such cl 


and de sce ndant S 


der of such 


power 


1 
t 


7 | 
a partial release mmunity 


tale and & nces 
o time atter 
culminating 
, 
Powers 
“S a) 
pe 


“ 
1951 
Wmmmuni 


many gener 


‘See Estate of Bell v. Commiss 
© 9565, 187 F. (2d) 454 (CA-8) 

‘Scott on Trusts (2d Ed 
156; Restatement of Trusts. Sec. 156. See also 
Re Qua v. Graham, 187 Ill. 67, 58 N. E. 357 
(1900) Balaban 1 Willett, 305 Ill. App. 388 
27 N. E. (2d) 612 (1940) 

'Sec. 678(a)(2): Sec 4 
Gift Tax Reg. Sec. 25.25 
the exercise of a 


1956). Vol , Ser 


(a)(2) Proposed 
that 
general after 
October 21, 1942, which partially released 
after May 31, 1951, will constitute the 
of a general power of appointment 

‘Reg. See. 20.2041-3(d) (3) Reg. Sec. 1.678 
(a)-l 

= Secs 


1 
1-3 
power -created 


was 


(c) (3) states 


exercise 


2041(a)(1), 2514(a) 





leased accordingly. Such partially released 
powers can be exercised without estate or 
gift tax consequences. But this is not true 
under Section 678(a) of the 1954 Code—the 
income tax section. Having retained the 
power to vary the beneficial interests, the 
holder, treated as grantor, found himself still 
subject to tax on the income of the trust. 
In one case, the problem could be cured only 
by exercising the retained power to set up 
a new set of trusts, thus terminating the 
power, at substantial hardship and expense. 


This is just another distinction made in 
the law without reason and growing out of 
the piling of one unrealistic refinement on 
top of another, all giving an intellectual 
pleasure to the learned, I am sure. Indeed, 
it seems there is little more than a purely 
intellectual justification for treating a bene- 
ficiary as the grantor of property which was 
never his, after he has cut down his power 
over it to a point where it would not have 
been taxable to him had he been given the 
reduced power to begin with. To say that 
he has exercised dominion over the property 
by cutting down his power is poppycock. 
He chose to do just the opposite. These 
provisions in both the income tax and estate 
tax sections could well be eliminated, and 
the gift tax made to conform, if simplicity 
were a real, and not just a professed objec- 
tive. 

Therefore, we will assume that we are 
dealing solely with beneficiaries, as such, in 
the contemplation of the Code. We will 
waste no time on the simple trust, of rigid 
pattern, with prescribed, immutable interests, 
shifting only on uncontrolled contingencies. 
The tax consequences to the beneficiaries of 
such trusts are usually entirely normal and 
predictable. The beneficiaries pay tax on 
what they get and what they get is clear 
enough. But, by and large, such trusts have 
been and are more and more unacceptable to 
those desiring to make provision for their 
families. 

The ultimate in flexibility, of course, is 
the “spray” trust, which we will use for the 
purpose of illustration, since it—or some 
modification of it—embodies the problems 
found in a flexible trust. This is because, 
essentially, whatever flexibility exists flows 
from powers conferred on the trustee or 
trustees, the beneficiaries or others. But to 
visualize the various alternatives, the breadth 
of coverage of the “spray” trust must be 
specified. 

There are a number of nontax considera- 
tions which help to determine the breadth of 
coverage. Let us consider a so-called “grand- 
father’s” trust, which can be a “spray” trust. 
It can be inter vivos or testamentary, Again, 
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because more problems are illustrated, as- 
sume it is an inter vivos trust. Shall there 
be a separate trust for each child, with such 
child and such child’s spouse and descend- 
ants also discretionary income beneficiaries 
or shall there be a separate trust for each 
grandchild—where one or more of the 
children have children—with the grandchild, 
his parents, spouse and descendants dis- 
cretionary income beneficiaries? Perhaps 
the amount available for each trust will de- 
termine the answer. The more trusts, the 
greater the costs of separate accounting and 
the like, expressed in higher aggregate 
trustee fees in the case of corporate trustees. 
On the other hand, the aggregation into 
fewer trusts, from which a greater number 
are served according to their needs, pos- 
sibly leads to family resentments where 
some, perhaps the lazy ones, need and thus 
get more than the others. It is impractical 
and even undesirable to try to adjust for the 
excess receipts of any beneficiaries out of 
shares of the remote descendants, the ulti- 
mate takers of their shares. Such adjust 


ment, however, is immediate and automatic 
if a separate trust for each established line 


is set up. On the other hand, if the avail- 
able corpus is restricted, the aggregation 
into one or a few trusts may be highly 
desirable for the very reason of possible 
disparity in requirements of the various 
members of the family. The permanently 
retarded child js a dramatic example. From 
a tax point of view, usually the more trusts 
the better, especially if income is to be accu- 
mulated, subject to considerations below dis- 
cussed. But the requirements of the family 
situation should, and in the great majority 
of cases do, control the scope and number 
of the trusts created, regardless of the tax 
consequences. 


The decision as to coverage is significant 
because it bears on the trust patterns avail- 
able which also preserve the grantor’s im- 
munity to taxation under Section 674 of the 
Code. Under this section, there are, basic- 
ally, three patterns of trusts available which 
both preserve the grantor’s immunity to 
taxation and furnish at least the minimum 
flexibility of permitting the income to be 
paid out or accumulated and the corpus to 
he distributed to the income beneficiaries. 
One of these patterns is embodied in the 
provisions of Section 674(b)(5)(B) in con- 
junction with Section 674(b)(6). Anyone 
can have the powers in question, but the 
trust basically must be for the benefit of one 
income beneficiary (or, if for more, there 
must be separate shares for each) and there 
is a limit on how long the accumulated in- 
come can be retained. This is hardly a 
satisfactory “spray” trust. 
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674(b) 


“spray” trust, with 


Under a combination of Section 
(5)(A) and 674(d), a 
powers to pay or withhold income and to 
pay out corpus to income or other bene- 
ficiaries, can be set up, provided the exer- 
cise of the powers is governed by reasonably 
definite external standards and provided the 
powers are vested solely in a trustee or 
other than the grantor and _ his 
This is the second pattern. 


trustees 


spouse, 


The third, 
sive trust pattern is provided by Section 674 
(c), which permits of all of the powers re- 
ferred to above if vested solely in an in- 
dependent trustee, alone or with related or 
subordinate, subservient trustees (other than 
the grantor) who do not constitute a majority 


simplest and most comprehen- 


In such a case, the standard and discretion 
in applying it can be very broad 


Of course, it must be recognized with re- 
spect to powers wherever they are dealt with 
in the Code, that anyone who can by his 
sole act vest himself with the power at any 
time will be considered as having the power 
during such time. This would apply to a 
person's power to remove a trustee and ap- 
point himself, where the power in question 
is in the trustee.” 

This brings us quickly to an assessment 
if the tax effects of various standards which 
might be used to govern the exercise of the 
pay or withhold pay 
out corpus to income or other beneficiaries 
First, the 
external required in the 


powers to income or 
turning to “reasonably definite 
standard” second 
trust pattern above, this would require that 
the distribution of income or corpus be made 
for the 


health or 


maintenance, support, education, 


medical attention or meet the 
1:1 
liK¢ 


ould be 


happiness 


the bene hiciary, 
distribution c 


emergencies of 
It would not do if the 
made for the pleasure, desire or 
f the beneficiary and, under any standard 


ur the 


d to exercise it in his 


holder or the power were en- 


te discre- 


absolu 
his decision being final and not subject 

: “% Tf fequate standard : 
oO review. fan adequate standard gov 
exercise of the 


(who is 


erns the ower, the income 


beneficiary grantor or his 


spouse) can be one of trustees or the 


sole trustee, and the income will not be tax 
able to the grantor. 
However, what of the beneficiary-trustee ? 


Or suppose, as trustee, acting alone, he 


could distribute income to himself or to a 
minor child of his, another income bene- 


” Reg. Sec. 1.674(d)-2(a); Reg. Sec. 20.2041-1 
(b) (1) 

™ Reg. Sec. 1.674(b)-1(b) (5) (i). 

% Richardson wv Commissioner, 
¢ 9592, 121 F. (2d) 1 (CA-2), cert 
U. S. 684. 


41-2 vst 
den., 314 
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ficiary. This brings us to a discussion of 
Section 678(a). This new section inserted 
into the 1954 Code incorporates the prin- 
ciples upon which the decision of the courts 
Richardson™ and the Mallinckrodt” 
based. These had 


in the 
cases were principles 
been incorporated into the income tax regu- 
lations under the 1939 Code, before the 
enactment of the 1954 Code.” Section 678 
of the 1954 Code, in combination with Sec- 
tion 671, provides for the taxation to any 
other than the grantor, who, acting 
alone, has the power to take to himself any 
of the corpus, or the income therefrom, of 
any trust, or the income attributable to such 
portion of the trust. Only the remainder of 
the trust is taxable under Subparts A through 
D of Subchapter J. Unless required by the 
provisions of Section 678, the income of a 
trust is not taxable to a beneficiary merely 
because of his power over it or the trust 
Even so, if the income is taxable 


person 


corpus.” 


to the grantor, it is not also taxable to such 


Consequently, the portion 
of the property withdrawn by any 
person other than the the 
purview of Section 678(a) which is not tax- 
able income will not be taxable to such per- 
son as an accumulation distribution under 
665 and following. But, on the 
other hand, he will apparently be taxed on 


the taxable income attributable to the amount 
1 


other pers yn.” 
trust 


grantor within 


Sections 


so withdrawn, which taxable income he wil 


receive unless he is otherwise entitled 


exception to the foregoing 
To the extent 
power, 


] 
the trust 


src 8S 


one 
rth in Section 67&8(c) 
wer enables the holder of the 
to apply the income of 


the support or 


trustee, 


maintenance of a person 


mm the holder of the power is obligated 


support, such power w 10t cause the 


rtion of 


be treated 


trust 


it applies to 


as being owned by such persot 


income of the trust 
d. If 


is so applied by 
\ 


except to the extent the 


applic something othe 
such person 

to such po 
ered an amount 
to Sect 


er, it shall be consid 

paid or credited pursuant 

Da 661(a)(2), and thus may become 

an accumulation distribution pursuant to 
th 


Sections 665 and following. 


Going back to the 


submit that if an 


questions posed, I 


reast nal ly de- 


acceptable : 


finite standard governs the exercise of the 
then 


the income beneficiary-trustee, acting alone 


power, with respect to the power of 


Mallinckrodt v. Nunan, 45-1 ustce § 9134, 146 
F. (2d) 1 (CA-8), cert. den., 324 U. S. 871. 

™ Regs. 118, Sec. 39.2?(a)-22. 

8 Sec. 671. 

#% Sec. 678(b) 





(and to this extent vulnerable under Sec- 
tion 678(a)), to make distributions of in- 
come or corpus to himself, he is not taxable 
on any of the income of the trust under 
678(a) because he lacks power to 
distribute to himself unless and until he 
requires such income for the purposes per- 
mitted by the standard.” In such event, he 
will undoubtedly make distribution to him- 
self, in and receive the income or 
which, or upon the 


Section 


tact, 
corpus upon 
from which, 


With 


aciny 


income 
he is taxable. 


power in the trustee, 
alone, to make distributions of in- 
corpus under any such standard 
[ person (wife or 
child) whom the trustee is obligated to 
support, the trustee, under the statute, will 
not be taxable by reason of such power 
until a distribution for such purpose is in 
fact made.” Thus, it is only cumulative that 
no power to make such distribution exists 
until such distribution is required. If the 
standard permits distributions beyond those 
for support, as for education, which the 
power had no duty to furnish.* 
the distributions for purposes would 
not be tantamount to distributions to the 
holder of the power, and Section 678(a) 
would be inapplicable. 


respect to a 


come or 


for the support of any 


holder of the 
such 


In any event, it usually would be fairly 
easy to vest the powers in question in two 
than the grantor and his 
one, and thus utterly 
question of the application of 


Section 678(a). 


trustees (other 


wife) instead of dis- 


pose ot any 


Analysis has been made of the applica- 
tion of Section 67&8(c) when the trustee, act- 
ing alone and thus within the scope of Sec 
tion 678(a), 
or income of the 


has the power to apply corpus 
trust to the discharge ot 
support a wife or child. 
However, the regulations point out that 
power is lodged in two trustees 
completely lodged in 


his obligation to 


even if the 


or if the power 1s 


someone who has no obligation of support, 
so that Section 678 is wholly inapplicable, 


any amount of principal or income in fact 


© Smithe t I S., 52-2 ustc © 9455. 108 F 
Supp. 772 (DC Tex.), aff'd, 53-2 uste © 9482, 205 
F. (2d) 518 (CA-5): Allen v. Nunnally, 50-1 vust« 
* 9207, 180 F. (2d) 318 (CA-5): Funk v. Com- 
missioner, 50-2 ustc © 9507, 185 F. (2d) 127 
(CA-3) 

‘Sec. 678(c) 

The rule in most states appears to be that 
the parent is under no duty to provide children 
with a college education (Clark v. Graves, 282 
S. W. (2d) 146, 148 (Ky., App., 1955); Straver 
v. Straver, 59 Atl. (2d) 39, 42 (N. J. Eq., 1948)) 

* Reg. Sec. 1.662(a)-4; Reg. Sec. 1.678(b). 

* Allison L. S. Stern, CCH Dec. 10,843, 40 
BTA 757 (1939), nonacq., 1940-1 CB 4, 8: Helen 
V. Stern v. Commissioner, 43-2 ustc § 9541, 137 
F. (2d) 43 (CA-2). 
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distributed in discharge of the support obli- 
gation of any person is to be considered and 
treated as distributed to and received by 
such person as a beneficiary of the trust 
and taxable as provided in Section 662(a).” 
In my opinion, such treatment is entirely 
justified, notwithstanding certain 
prior to the enactment of the 
which are contrary or 
different conclusion.” 
to, holding that income directed to be paid 
in all events and unqualifiedly to a bene- 
: taxable to the one obligated 
for the beneficiary's support because it does 
not accomplish a discharge of the obliga- 


ly correct but beside 


decisi ms 
1954 Code 
support a 
referred 


seem to 
The cases * 


ficiary is not 


tion, seem to me entire 
the point 
t 


ments, even those not limited to the support 


In cases of discretionary pay- 


of the dependent, where payment is in fact 
made tor support (without which no tax 
at all is incurred), the payments, if actually 
made for support, can only be justified as 
having been at least permitted by the scope 
of the power. This adds up to a power to 
make payments in discharge of the obliga 


tion of support Such payments are not 


in any sense diverted from receipts the bene 
entitled to. Of 
it still remains helpful to have a standard 
which authorizes payments beyond mere 


ficiary is otherwise course, 


support. In such a case, the payments, if 


made, are not necessarily self-characterizing 


An unimportant dilemma arises, at least 
in Illinois. Under Illinois law, both the 
father and the mother are unqualifiedly obli- 
gated for the support of a minor child.” 
Undoubtedly, the tax can be collected from 
either, but not both. 


that the 
pattern tor 


From the foregoing, it 


“reasonably 


appears 
standard” 
st lve all the 


definite 
trusts would seem to income tax 
problems, even in a grandfather's trust and 
trustee or, 


Also, 


estate 


with the father acting as the sole 


even better, as one of 


stated that 


two trustees. 


it may be there are no 


tax consequences and, except in cases where 


any trustee reduces his beneficial interest 


in the trust by joining in the exercise of 


* Shanley v. Bowers, 36-1 ust 
(2d) 13 (CA-2): Suhr v. 
* 9321, 126 F. 


© 9069, 81 F 
Commissioner, 42-1 ust 
(2d) 283 (CA-6) 

“Illinois Revised Statutes, Ch. 68 Sec. 52 
(1957). Reg. Sec. 1.662(a)-4 makes it quite clear 
that it will have application only to an unquali- 
fied obligation to support under state law In 
Illinois, the separate property of a minor may 
not be used for his support unless the parents 
are unable to provide support (James, /Illinois 
Probate Law and Practice (1951), Vol. 4, Sec 
140.6 (1951) and cases cited therein). See also 
Rev. Rul. 56-484, 1956-2 CB 23; Frances J. Clow, 
CCH Dec. 13,148, 1 TC 928 (1943). 
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the gift tax consequences for 
the holder or holders of the powers when 
their exercise is thus governed by a reason- 
ably definite standard. In such a case, the 
powers in question are not general powers 
of appointment.” ' 


powers, no 


Nevertheless, the greatest fexibility—a 
flexibility which may be greately desired— 
not yet been achieved through this 
second trust pattern. It is the third trust 
pattern, conforming to Section 674(c) in 
assuring tax immunity to the grantor, which 
permits of the almost limitless 
solely by the specified trustee or 


has 


exercise 
trustees 
withholding 
beneficiaries 


distributing or 
corpus to or from 
“spray” trust), whether 
a grandfather or another. True, 
a related, subservient trustee—can 


of powers of 
income or 
of the trust (a typical 
created by 
the son 
not act 
of the trustees can be subservient trustees), 
but he may act with an independent trustee.* 
Better still, as below, he 
with respect to all powers, 
involving the distribution or retention of 
income or corpus. In such a trust, the 
standard governing the exercise of powers 
may dwindle to almost a mere 
of purpose.” Distributions for 
happiness, comfort, protection or as deemed 
advisable in the best interests of any bene- 
ficiary may be authorized. 


as sole trustee (not more than half 


shown can act 


except those 


suggestion 
welfare, 


Under such circumstances, the question 
of the application of Section 678(a) is dis- 
posed of by the presence of the disinterested 
independent trustee. The powers cannot be 
exercised by the beneficiary trustee, acting 
But 
reasons, it is 


alone, even if he is acting as a trustee. 
tax and gift tax 
advisable to eliminate from the exercise of 
the powers any beneficiary in whose favor 
they may be No estate tax or 
gift tax flow to any person 
from him alone or 
with powers 


for estate 


exercised 
consequences 
powers not vested in 
others.” If the in question, 
the exercise of which is controlled only by 
the broad and intentionally indefinite stand- 
ard, are vested in any person in whose favor 
or for the support of any of whose depend- 
ents such can be exercised, such 
powers will undoubtedly constitute general 
powers of appointment by such holder under 
Sections 2041 and 2514 of the Code," and 


powers 


appearing in 


their existence at his death or their exercise, 
release or lapse prior to his death would or 
could lead to estate and gift tax consequences 


A note of caution must be injected here. 
If a family trustee is used who participates 
in the exercise of the powers, either under 
the “reasonably definite standard” trust pat- 
tern or the broad-standard-and-independent- 
trustee pattern (and even if in the latter 
case, the powers cannot be exercised in his 
favor) so that in neither case does he have 
a general power of appointment, there still 
remains a possible gift tax problem for such 
family trustee, if he has any present or 
future beneficial interest in the trust prop- 
erty. A gift can be effected by the exercise 
of special powers such as those in question. 

joining in their 

, the holder may reduce his beneficial 

interest in the trust and, to that extent, he 
is making a gift.” 


exercise in favor of 


There are more or less correlated provisions 
678(d), 2041(a) (2) 
and 2514(b) which permit a person to re- 
nounce any powers conferred on 
him by others, without tax consequences, 
if done promptly, unequivocally and effec- 
tively under local law, and before their 
acceptance, at least if renounced completely. 
Such a renunciation of powers vested in a 
trustee seemingly could only be effected 
by promptly declining to act. 


Sections 


general 


One may not properly leave this subject 
without reference to H. R. 11997, Ejighty- 
fifth Congress, Second Session, introduced 
by Representative Mills on April 17, 1958 
It contains proposed amendments to various 
provisions of Subchapter J, Internal Reve- 
nue Code of 1954. The bill departs some- 
what from the Revised Report on 
Estates, Trusts, Beneficiaries and Descendants 
from the advisory group on Subchapter J 
of the Internal Revenue Code of 1954, dated 
November 22, 1957. 
certain of its members have commented on 
the report and on the bill. It is understood 
that there is a real likelihood that some or 
all of its provisions in their present form 
or in a modified form will 


; 
rsi 


The organized bar and 


be enacted. 


In the area of our discussion, there are 
two proposed provisions of paramount im- 
portance: One is a proposed amendment 





* See Sec. 2514(c)(1), where the requisite 
standard to keep the power from being a gen- 


eral power of appointment is one relating to 
“health, education, support or maintenance."’ 
See also Sec, 2041(b)(1)(A), applying identical 
standards for estate tax purposes 

* A corporate trustee is not an independent 
trustee if the holdings of its stock by the 
grantor and the trust are significant from the 
viewpoint of voting control (Sec, 372(c)). 


Federal Tax Conference 


* See Scott, work cited at footnote 9, Vol. 2, 
Sec. 187 

” Secs. 2041, 2514 

* Reg. Sec. 20.2041-1(c); 
Reg. Sec. 25.2514-1(c). 

*® Proposed Gift Tax Reg. See. 25.2514-1(b) (2). 

* Reg. Sec. 20.2041-3(d)(6); Proposed Gift Tax 
Reg. Sec. 25.2514-3(c) (5). See Gallagher v. 
Smith, 55-1 uste { 9485, 223 F. (2d) 218 (CA-3), 
for an example where, possibly, a renunciation 
was not possible under state law. 


Proposed Gift Tax 
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adding subsection (c) to Section 641, pro- 
viding for the aggregation (if it results in 
more than $2,000) of the currently accumu- 
lated income and the taxable income allo- 
cated to corpus (but without taking into 
account excess deductions or deductions of 
net capital loss of any trust) of multiple 
inter vivos and multiple testamentary trusts, 
for the purpose of computing the net in- 
come of such trusts. Multiple trusts are 
deemed to be created by the same grantor 
if created within five years of each other 
or if they exceed three in number, if the 
primary beneficiaries of the currently ac- 
cumulated income or of the taxable income 
allocated to corpus are substantially the 
same. There is no use going into the pro- 
visions in detail until they have been further 
clarifed or entirely abandoned. 


The proposed subsection (c), with one 
exception, would apply to trusts created 
after December 31, 1956. It is stated that 
this date is picked because a public an- 
nouncement was made of the possibility of 
such legislation on November 7, 1956. The 
question of the proper description of the 


trusts to which the legislation is applicable 
has not, even to date, been settled. How a 
public announcement of proposed legisla- 
tion with undetermined provisions can jus- 
tify the inclusion of trusts thereafter created 
and the exclusion of trusts theretofore cre- 
ated is not apparent. Here, again, is a 
wholly unjustified distinction without a real 
difference. Those who were advising grantors 
from November 7, 1956, to date had no 
more real information to impart to their 
clients than those who were advising their 
clients before such date. 


The other major oroposal is to transplant 
Section 678 into Section 664, thereby at- 
tempting—but only in part—to bring it 
under the scheme of taxation embodied or 
to be embodied in Sections 651-652 and 
661-662, but leaving the treatment of grantors 
as before, under the provisions of Sections 671 
through 677. However, the nongrantor hav- 
ing power, acting alone, to vest corpus or 
income in himself is still carefully taxed 
upon income produced by such corpus, which 
income may not be payable to him. 


[The End] 


Corporate Separations 
By SEYMOUR S. MINTZ, Member of Hogan and Hartson, Washington, D. C. 


T HREE YEARS AGO this institute voy- 


aged minutely through Section 355.’ 


Hence, the present visit will be limited to a 
few shoals and channels which wind and 
wave and the intervening years have made 
more apparent. 


Even after the lapse of these years, the 
mechanism of the section remains invitingly 
uncomplicated in certain respects, once the 
statutory jargon is put into landlady English. 


1Pennell, “‘Divisive Reorganizations and Cor- 
porate Contractions,’ 33 TAxXEs 924 (December, 
1955). 

2In the typical spin-off, part of the assets of 
a corporation are exchanged for stock of a 
new corporation; the original corporation dis- 
tributes such stock to its shareholders, but 
does not receive any of its own stock in ex- 
change, and remains in business. A modified 
spin-off occurs when a _ corporation merely 
distributes to its shareholders the stock of a 
controlled corporation. 

A split-off is the same as a spin-off, except 
that the distributing corporation receives from 
its shareholders a pro-rata portion of its own 
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Briefly, a tax-free corporate separation may 
be achieved by the simple distribution of 
the stock of a controlled corporation, as 
well as by full-blown “spin-offs,” “split-offs” 
and “split-ups,”* provided the requirements 
of the section are met.’ 


This means that, 
need not be pursuant to a 
the corporate separation is no longer limited, 
as it was under the 1939 Code,* 
stock when it distributes to them the stock of 
the controlled corporation. 

In the usual split-up, all the assets of a 
corporation are divided between two or more 
new corporations in exchange for their stock, 
and the original corporation transfers such 
stock to its shareholders in exchange for its 
own stock, thereby effecting a complete liqui- 
dation. 

‘Cohen, Silverman, 
Warren, ‘‘Corporate 
tions and Reorganizations,”’ 
Review 393, 427 (1955). 

* Pre-1954 differences in 
several forms of corporate 


the distribution 
reorganization, 


since 


to transac- 


Surrey, Tarleau and 
Distributions, Organiza- 
68 Harvard Law 


treatment of the 
separations, to- 
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tions in which the distributing corporation 
transfers some of its assets to its controlled 
corporation before distributing the latter's 
stock.£ Now a corporation may even pur- 
chase for cash 80 per cent or more.of the 
stock of another corporation engaged in the 
active conduct of a trade or business and, 
in appropriate circumstances, may effect a 
tax-free distribution of the purchased stock 
five years later,” without ever having trans- 
ferred a penny of assets to the corporation 
whose stock is ultimately distributed.’ 


However, in a number of other respects, 
Section 355 is quite complicated. It may 
be desirable, therefore, to start with the 
problems besetting the Congress in legislat- 
ing, and the Treasury in administering, in 
this area. Conceivably, this approach will 
serve to 'ower the blood pressure of some 
clients, ‘n so far as it helps make under- 
standabie several otherwise incomprehensi- 
ble rules. 


In the minds of the Congress and the 
Treasury, corporate separations, along with 
stock redemptions, issuance and disposition 
of preferred stock, partial liquidations, and 
sale or exchange of stock of a collapsible 
corporation, must be policed to prevent 
stockholders from corporate 
earnings and profits at capital gains rates 
instead of ordinary income tax 
Viewed in this context, Section 355 essenti- 
ally reflects an unresolved conflict within 
itself : 
tax deferment, those corporate separations 
which are business-motivated; and at the 
same time it desires to assert ordinary in- 
come tax at the stockholder level in the case 
corporate separations which are 
disguised steps in a plan of sale or liquida- 
tion of part of the assets, and which there- 
fore resemble a dividend, Unfortunately, 
the statute does not provide a test which 


feasting on 


rates. 


Congress desires to encourage, through 


of those 


satisfactorily draws a line between the two 
kinds of separations. 


(Footnote 4 continued) 
gether with the pre-1954 legislative history, are 


outlined in comment “Divisive Reorgani- 
zations Under the Internal Revenue Code of 
1994."" 67 Yale Law Journal 38-41, 43, note 
19: Young, ‘“‘Corporate Separations: Some Reve- 
nue Rulings Under Section 355."' 71 Harvard 
Law Review S843, 844-845, 854-855 (1958): Pen- 
nell, work cited at footnote 1, at pp. 925-926: 
Mintz, ‘‘Divisive Corporate Reorganizations 
Split-Ups and Split-Offs.". 6 Tax Law Review 
365 (1951): Tomasulo, “‘Split-Ups and Related 
Topics,’’ Proceedings of New York University 
Twelfth Annual Institute on Federal Taxation 
(1954), pp. 287, 292-297. 

‘Cohen and others, 
note 3 

*See the discussions 
tive-Business Test," 
‘Business Purpose” 
est,"’ below. 


work cited at _ foot- 
under ‘Five-Year Ac- 
* *Device’ Language.,”’ 
and ‘‘Continuity of Inter- 


Federal Tax Conference 


The test which Congress has adopted is 
a dual one, consisting of a five-year active- 
business requirement which the tax-moti- 
vated person may satisfy merely by being 
patient, coupled with an intention or “de- 
vice” provision which frightens the business- 
motivated taxpayer. The construction of a 
better statutory formula, not 
proving to be an easy task. 


howey os, is 


Five-Year Active-Business Test 


The theory of the active-business test is 
that stockholders are not as likely to ar- 
range a corporate separation for individual 
surtax avoidance if, instead of 
being in liquid form, the assets involved in 
the separation constitute businesses which 
have been actively conducted for at least 
five years.” But business need not 
have conducted by the distributing 
corporation or its controlled corporation 
(or even in corporate form) for the entire 
five years.” The business may qualify un- 
der Section 355 if it was not acquired within 
transaction in 


purposes 


each 
been 


the five-year period “in a 
which gain or loss was recognized in whole 
or in part.” Normally, in the type of ac- 
quisition so favored, the acquiring corpora- 
tion will have transferred its stock, 
and not liquid assets, in exchange for the 
acquired business, thereby minimizing the 
“bail out” possibilities deemed to be in- 
herent in the acquisition.” 


own 


As suggested by the foregoing, the statu- 
tory intent is to render ineligible for tax-free 
separation any begun or 
purchased by the distributing corporation 
or its controlled corporation within the five 
preceding the separation. But, to 
protect its integrity, the statute is so worded 
as apparently to disqualify a business, even 
though acquired by either or both the dis- 
tributing corporation and its controlled 
corporation in a tax-free transaction, if, at 


business either 


years 


any prior time within the five-year period, 


7 Anyone engaged in long-range planning to 
acquire a business for ultimate separation must 
be both courageous and quick-witted It also 
helps to have an exquisite sense of timing 
For one thing. the new business must be suf- 
ficiently related to the old that Sec. 531 scru- 
tiny is not invited, yet the two must be sepa- 
rate enough to permit a Sec. 355 division. 

* See Sec. 355(b)(2)(B), which does not, how- 
ever, indicate by whom the business must have 
been actively conducted 

* The statute does not specifically so state, 
the inference is clear from Sec. 355(b)(2)(C). 

There is generally corresponding language 
in See. 355(b)(2)(D), applicable to acquisitions 
by a subsidiary 

See Cohen and others, 
note 3. 


work cited at foot- 





the business had been acquired by anyone 
in a taxable transaction.” 

Literally construed, the five-year acquisi- 
tion rules are defective in so far as they 
appear to qualify for Section 355 benefits a 
business which is, within the five-year period, 
purchased for cash in a transaction satisfy- 
ing Section 337, the qualification being 
based on the fact that no gain or loss is 
recognized to the transferor corporation in 
such a transaction. It is doubtful that 
Congress intended this result under the 
five-year rules. Conceivably, the Treasury 
might contend that the transaction of ac- 
quisition included the taxable distribution 
of the sales proceeds to-the stockholders of 
the Section 337 transferor and, hence, that 
the acquisition was not tax-free for pur- 
of Section The Ways and 
subcommittee’s advisory group on 
Subchapter C has recommended an amend- 
ment which would assure the latter result.” 


poses 355. 


Means 


A: similar problem exists where the ac- 
quisition of the business occurs in a reor- 
ganization in which the corporate transferor 
gain in the form of boot, which 
the transferor distributes to its shareholders 
pursuant to the reorganization. Under such 
circumstances, Section 361 provides that 
the gain is not recognized to the corporate 
transferor and it is taxed to the share- 
holders. The advisory group on Subchapter 
C has recommended that Section 355 be re- 
vised to disqualify businesses so acquired 
within the prior five years.“ The fairness 
of this proposal has been questioned, on 
the ground that the presence of a small 
amount of boot should not disqualify the 
business.” 


receives 


With one exception, both the distributing 
corporation and each of the controlled cor- 
porations whose stock is distributed are 
required to be engaged, immediately after 
the distribution, in the active conduct of a 
trade which meets the five- 
year test already described. The exception 
applies where, immediately before the dis- 
tribution, substantially all the distributing 


or business ® 


2% Sec. 355(b)(2)(C) and (D): ef. Cohen, and 
others, work cited at footnote 3, at p. 431; 
Darrell, ‘‘Corporate Organizations and Reorgan- 
izations Under the Internal Revenue Code of 
1954," 32 TAXES 1007, 1016 (December, 1954); 
Pennell, work cited at footnote 1, at p. 931. 

83 Advisory Group Report to Subcommittee on 
Internal Revenue Taxation (Government Print- 
ing Office, December 24, 1957), pp. 49 and 53. 

144 Report cited at footnote 13. 

1% See Comments by the Committee on Tara- 
tion, The Association of the Bar of the City of 
New York, on the Proposals of the Subchapter 
C Advisory Group (June, 1958), pp. 32, 36. 
To the same effect are the committee's Recom- 
mendations for Revision of Internal Revenue 
Code of 1954 (February, 1955), p. 32, reprinted 
in 2 Journal of Taxation 322, 331 (1955). 
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consist of stock and 
controlled corporations each 
of which is engaged in the active conduct of 
a trade or business“ which meets the five- 
year test. If so, the statute excuses the 
parent from satisfying the active-business 
requirement. 


corporation’s 
securities of 


assets 


It will be noted that there is at least one 
material difference between the statutory 
treatment of businesses directly conducted 
by a corporation and those conducted through 
subsidiaries. Suppose that a corporation 
has no assets except the stock of three sub- 
sidiaries, only two of which are engaged in 
businesses qualifying under Section 355. In 
these circumstances, a tax-free corporate 
separation cannot be achieved” except at 
the price of preliminary corporate maneu- 
vers™ having possibly undesirable nontax 
consequences. On the other hand, a corpo- 
rate separation normally could be achieved 
rather easily if the same three businesses 
had been conducted directly by the parent.” 
It could retain one of the qualifying busi- 
nesses, place the other in a subsidiary to 
be immediately spun off or split off, and put 
the unqualified assets with whichever of the 
two businesses was not dominated by the 
unqualified assets. If these exceeded the value 
of each business, however, it is understood 
that the national office of the Internal Reve- 
nue Service would be reluctant to rule 
favorably upon the transaction. This office 
apparently tends to apply a rule of thumb 
that the value of the qualified business must 
be at least 50 per cent of the value of all 
the net assets of the corporation (whether 
it be the distributing or controlled 
ration). 


ce rp )- 


Presumably, the theory underlying the 
above-mentioned rule of thumb is that where 
the five-year business is outweighed in value 
by nonbusiness assets or by the assets of a 
newly added business, the distribution be- 
gins to look more like a dividend of invest- 
ment than it does a separation of 
corporate businesses. This reasoning finds 


assets 


more support in the “device” language of 


1% Sec. 355(b) (1) (A). 

7 Sec. 355(b) (1) (B) and (b)(2)(A); Reg 
1.355-4(2). 

1% See footnote 17. 

” Presumably, the problem could be solved 
if, prior to the corporate separation, (1) one 
of the qualifying subsidiaries were liquidated 
into the parent, thereby giving it an active 
business and permitting it to spin off or split 
off the stock of the other qualifying subsidiary 
or (2) the nonqualifying subsidiary were merged 
into one of the qualifying subsidiaries, but 
without dominating it. See text for relevance 
of the latter requirement. 

*” See Sec. 355(b) (1) (A). 


Sec. 
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Section 355(a)(1)(B), discussed below, than 
in the active-business provisions of the 
section, These require that each corpora- 
tion be engaged in the active conduct of a 
trade or business, but not that such business 
be the principal activity or 
be the principal part of its assets.” 


corporation's 


The described 50 per cent rule is believed 
to be one of at least three related ones 
adopted by the national office nc° as rigid 
standards, but as guides to help it deter- 
mine its rulings policies under Section 355. 


The these -rough rules ap- 
parently is invoked to supplement the regu- 
lations respecting whether a corporation is, 
for example, in the 


second of 


separate business of 
renting real estate, part of which the cor- 
poration itself occupies.” One commenta- 
tor has stated: “The Service apparently has 
adopted the rule for ruling purposes only 
that if the owner or its subsidiary has oc- 
cupied more than 50 per cent of the floor 
space or paid more than 50 per cent of the 
rental income during the five-year period 
the active business test is not met.™! Un- 
der these circumstances an adverse ruling 
would ordinarily be issued.”™* Evidently, 
the taxpayer may be given an opportunity 
to fight this adverse presumption through 
the submission of certain detailed information. 


The effects of the first and second rules 
of thumb sometimes will pyramid on each 
other. For example, a corporation might 
be in two qualifying businesses—one a ma- 
chine shop and the other the rental of land 
and buildings—and might be in an unquali- 
fied business as well. Suppose the land and 
buildings are 51 per cent occupied by out- 
side tenants and 49 per cent by the unquali- 
fied business. 
rules, 


By interplay of the foregoing 
the unqualified assets are deemed to 
include 49 per cent of the value of the land 


* But cf. Rev. Rul. 58-68, I. R. B. 1958-9, 10. 
2 Reg. Sec. 1.355-1(c)(2) and (d) (Examples 
(3) and (4)) See further Rev. Rul. 56-555, 
1956-2 CB 210 (65 per cent occupancy by others 
held to be enough) 

The reference to a subsidiary’s occupation 
of the parent's real estate possibly casts doubt 
on the suggestion that activities of a vertically 
integrated corporation might be separated un- 
der Sec. 355 after part of the activities weather 
in a subsidiary for five years. See Lyons, ‘‘Some 
Problems in Corporate Separations Under the 
1954 Code."’ 12 Tax Law Review 15, 21, note 24 
(1956): Porter, “Spin-offs in Oil and Gas 
Industry,’’ Ninth Annual Institute on Oil and 
Gas Law and Taxation (1958), pp. 523, 538; 
Pennell, work cited at footnote 1, at p. 932; 
Brodsky, ‘‘Corporate Separations,’’ Proceedings 
of New York University Sixteen Annual Insti- 
tute on Federal Taxation, pp. 393, 402-403; 
Sams, “Tax Notes,"’ 43 American Bar Assocta- 
tion Journal 1131 (1957): Friedman, ‘‘Divisive 
Corporate Reorganizations Under the 1954 
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Code,"’ 


and buildings, since only the rental of 51 
per cent thereof is deemed a separate quali- 
fying business. Consequently, the 49 per 
cent of land and building value when added 
to the unqualified assets may cause the latter 
to dominate each of the two qualified busi- 
nesses and so prevent the corporate separation. 


The third rule of thumb relates to busi- 
nesses which have grown radically in the 
preceding five-year period.” In its original 
and most complicated form, the rule treated 
a business as qualified if its five-year-and- 
older assets satisfied any two of the follow- 
ing three tests: (1) The these 
assets exceeded that of the younger assets 
of the business. (2) The older assets pro- 
duced most of the business income, (3) 
Their net fair market value exceeded that 
of the younger assets.” 

More recently, the Service has treated 
the comparison of fair market values as the 
only important test of the three.” This is 
one of a number of signs indicating that 
the Section 355 rulings of the national office 


basis of 


are in process of change, mainly in the 
: ; Sad SE ing 
direction of liberalization. 


Private rulings have imposed another test 
in the case of a rapidly expanding business 
which has highly marketable assets, such as 
rental properties. In these circumstances, 
the Service’s view is that, to prevent the 
possible conversion of “what would norm- 
ally have been dividends into capital assets 
that are readily salable by the shareholders,” 
the expansion within the five-year period 
must be financed by the rental business and 
not by another business of the corporation, 
or at least that any financing by the other 
business must be repaid at the time of the 
separation.” 


The Treasury views Section 355 as re- 
quiring that there have been two businesses 


10 Tax Law Review 487, 499-500. One 
would think that if vertically integrated activi- 
ties do not constitute separate businesses, the 
mere separate incorporation of some of them 
would not change the result. See Brodsky, 
work cited above, at pp. 402-403 

*105 Journal of Accountancy 81 

°° Cf. Rev. Rul. 58-68, I. R. B 

*%See Caplin, ‘‘Corporate 
5-Year Business Rule.”’ 
York University Fifteenth 
Federal Taxation 
printed with 
(May, 1957). 

7 Caplin, ‘‘Corporate Division Under the 1954 
Code: A New Approach to the Five-Year ‘Ac- 
tive Business’ Rule,”’ 43 Virginia Law Review 
397, 403-404 (1957); comment cited at footnote 
4, at pp. 48-50. 

* See Young, work cited at footnote 4, at pp. 
843, 858, 860, 863-864, 866 

2 See Caplin, work cited at footnote 27; and 
comment cited at footnote 4. 





(1958). 
1958-9, 10. 
Separations The 
Proceedings of New 
Annual Institute on 
(1957), pp. 623, 633-634, re- 
postscript in 35 TAXES 381, 386 
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before, as well as after, the separation.” 
There is a respectable basis for this position 
both in the Senate Finance Committee re- 
port” and in the presence of the word 
“such” in Section 355(b)(2)(B). The latter 
provision, read with its preceding subpara- 
graph, states that a corporation shall be 
treated as engaged in the active conduct of 
a trade or business only if “such trade or 
business has been actively conducted through- 
out the 5-year period ending on the date of 
the distribution.” Most commentators have 
concluded from a study of the statute and 
legislative history as a whole, however, 
that Congress voiced no objection to the 
tax-free separation of a single business, pro- 
vided that it had been actively conducted 
for at least five years.” It can be argued, 
moreover, that, from the policy standpoint, 
the long-term existence of a single business 
prior to the corporate separation is better 
proof against a “bail out” purpose than is 
busi- 
The 
impact of the aforesaid construction by the 


the long-term existence of separate 


nesses within the same corporation. 


Treasury is doubly serious because of the 
demanding nature of its business definition, 
which aggregates within a single business 
multiple activities.” 

Fundamentally, the five-year active-busi- 


ness test is an unreliable criterion of tax- 





avoidance purpose.” On the one hand, the 


operation of two or more businesses for five 
years does not, in fact, guarantee a business 
purpose for the corporate separation, On 
the other hand, there may be compelling 
business reasons for the dividing of a single 
business or for the separation of businesses 
which have not been actively conducted for 
five years. The rigidities and complexities 
of the five-year provision also make it an 
undesirable statutory mechanism.” Hence, 
two alternative suggestions have been made 
respecting it: (1) that it be eliminated” or 
(2) that an escape provision be added to 
permit a tax-free separation, despite ina- 
bility to meet the five-year active-business 
provision, provided “it is established to the 
satisfaction of the Secretary or his delegate 
that the distribution is not in pursuance ot 
a plan having as one of its principal pur- 
poses the avoidance of Federal income tax.” 
The latter recommendation was made to 
the Ways and Means subcommittee by its 
advisory group on Subchapter C." Their 
report does not make known whether the 
advisory group intended that an adverse 
determination by the Secretary or his dele- 
gate be reviewable by the courts nor, unde: 
the language of the advisory group’s pro 
posed amendment,” is it clear whether the 
courts would treat the administrative deter- 
mination as final.” 





*” Reg. Sec. 1.355-1; Rev. Rul. 56-287, 1956-1 
CB 186; Rev. Rul. 56-227, 1956-1 CB 183; Rev. 
Rul. 57-190, 1957-1 CB 121; Rev. Rul. 57-464, 
1957-2 CB 244; Rev. Rul. 58-54, I. R. B. 1958-8, 
12 (soft-drink-bottling operations in four towns 
held on facts not sufficiently independent of 
each other). Operations in different locations 
are separate businesses, however, if they are 
independent of each other (Rev. Rul. 56-344, 
1956-2 CB 195; Rev. Rul. 57-311, 1957-2 CB 243; 
Rev. Rul. 56-373, 1956-2 CB 217. Cf. Rev. Rul. 
56-117, 1956-1 CB 180; Rev. Rul. 57-334, 1957-2 
CB 240 (Sec. 346); Kev. Rul. 56-512, 1956-2 CB 
173 (Sec. 346)). But the activities may be 
separate businesses even though they are at 
the same location (Rev. Rul. 56-451, 1956-2 CB 
208). Separate businesses were also covered 
in Rev. Rul. 56-554, 1956-2 CB 198: Rev. Rul. 
57-126, 1957-1 CB 123: Rev. Rul. 56-555, 1956-2 
CB 210; Rev. Rul. 56-557, 1956-2 CB 199: Rev. 
Rul. 56-655, 1956-2 CB 214: cf. Rev. Rul. 56-266, 
1956-1 CB 184; Rev. Rul. 56-513, 1956-2 CB 191 
(Sec. 346) 

"SS. Rept. 
p. 51. 

* Lyons, work cited at footnote 23, at p. 21: 
Young, work cited at footnote 4, at pp. 850-858: 
Friedman, work cited at footnote 23, at p. 496: 
comment cited at footnote 4, at pp. 46-47. 

3 Reg. Sec. 1.355-1 (c) and (d); Rev. Rul. 
57-492, 1957-2 CB 247. See Porter, work cited 
at footnote 23, at pp. 529-531, 535, 539, for 
comparison of the Treasury's interpretation 
of ‘‘active business’’ under Sec. 355 with inter- 
pretations of similar terminology under other 
sections of the Code. 

“See working views in the form of tentative 
suggestions contained in American Law In- 


886 


1622, 83d Cong., 2d Sess, (1954), 


December, 1958 ©@ 


stitute report for 1957-1958, Income Tax Prob- 


lems of Corporations and Shareholders 
pp. 12-13. But ef. Young, 
note 4, at pp. 849, 857. 

% See report cited at footnote 34, at pp. 8, 14 

% See Lyons, work cited at footnote 23, at 
pp. 27-28; Committee on Taxation, The As- 
sociation of the Bar of the City of New York, 
Recommendations for Revision of Internal Rev- 
enue Code of 1954 (February, 1955), p. 32, 
reprinted in 2 Journal of Taxation 322, 331 
(1955); report cited at footnote 34, at p. 15; 
Caplin, work cited at footnote 27, at p. 408 
(recommending return to ‘‘standard contained 
in $112(b)(11) of the 1939 Code’’). 

* Report cited at footnote 13, at pp : 
See also Caplin, work cited at footnote 27, at 
p. 408. A further possibility is the substitution 
of the quoted proviso for both the five-year 
active-business test and the ‘‘device’’ test. See 
report cited at footnote 34, at pp. 13-17 

* Subchapter C Advisory Group Proposed 
Amendments (December 24, 1957), p. 59 

* Cf. Bush Terminal Buildings Company v 
Commissioner, 53-1 ustc © 9392, 204 F. (2d) 
575, 578 (CA-2) (the phrase ‘‘if it is established 
to the satisfaction of the Commissioner that 

the taxpayer was in an unsound financial 
condition’’ in Sec. 22(b)(9) of the Revenue Act 
of 1939 construed as making his finding con- 
clusive in the absence of ‘‘showing of bad 
faith, or of gross error indicative of irration- 
ality or caprice, on the Commissioner's part’’) 
with U. 8S. wv. Jefferson Electric Company, 4 
ustc { 1233, 291 U. S. 386, 397-398 (1934) (lan- 
guage ‘‘no refund shall be made’’ unless it be 
“established to the satisfaction of the Com- 
missioner’’ that the amount was not collected, 
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(1958), 
work cited at foot- 





If the advisory group’s major recom- 
mendations as to Section 355 were adopted, 
a corporate separation would qualify if it 
satisfied the active-business test, 
the existing device test, and a wholly new 
20 per cent test, requiring that the fair 
market value of the stock and _ securities 
distributed be at least 20 per cent and not 
more than 80 per cent of the net worth of 
the distributing corporation. Under the 
advisory proposal, however, the 
foregoing three requirements need not be 
met if the Treasury that the 
transaction principal tax-avoidance 
purpose.” 


existing 


ere up's 


concludes 
has no 


“Device’’ Language 


To qualify under Section 355, the transac- 
tion must not have been “used principally 
as a device for the distribution of the earn- 
ings and profits of the distributing corpora- 
tion or the controlled corporation or both 
(but the mere fact that subsequent to the 
distribution stock or i 
more of such corporations are sold or ex- 
changed by all or some of the distributees 
(other than pursuant to an arrangement 
negotiated or agreed upon prior to such 
distribution) shall not be construed to mean 
that the transaction was used _ principally 


securities in one or 


as such a device)”. = 


The meaning of the 
language is difficult to fathom. 


precise “device’ 


In a sense, 
every corporate separation is a device for 
the distribution of earnings and profits, in 


(Footnote 39 continued) 
directly or indirectly, from the purchaser 
in Sec. 424 of the Revenue Act of 1928 held 
‘largely admonitive and means that the addi- 
tional element is not lightly to be inferred but 
to be established by proof which convinces 
in the sense of inducing belief’). The Com- 
mittee on Taxation of the Association of the 
Bar of the City of New York, in its comments 
cited at footnote 15, at p. 35 has indicated 
its assumption to be that the advisory group's 
language “is not intended to make the Secre- 
tary’s determination judicially non-reviewable 
since similar language of long standing in other 
sections has not been so construed See, e.g... 
sections 166(a)(2) and 911(a)(1)."" These sec- 
tions relate to partially worthless debts and 
to status as a bona-fide residents of a foreign 
country, respectively In a brief comment on 
the Bush decision, it has been suggested that 
the ‘“‘extent of the Commissioner's discretion 
would to depend on the context of the 
particular provision in which the discretion is 
conferred.’’ (10 Tax Barometer © 743 (1953)). 
Therein are cited several other instances in 
which the internal revenue statute has _ pre- 
scribed that the administrative official be sat- 
isfied. See, generally, Jaffe, “The Right to 
Judicial Review,” 71 Harvard Law Review 401, 
769 (1958) 

“ Report cited at footnote 38, at pp 

"See. 355¢a)(1)(B) 


seem 


58-59. 
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so far as the stockholders thereby receive 
something they did not directly own before. 
But obviously that is not the sense in which 
the Congress used the “device” terminology. 
Something more must be identifiably present 
or absent in the case if the test is 
Vitality in its application, If 
must agree with a writer who described the 
“almost precatory.”” Web- 
ster’s Dictionary describes 


to have 
any not, We 
provision as 
“precatory” as 
“beseeching,” “supplicatory” or “in the na- 
ture of entreatv.” The “device” language 
is probably far, far more than that 


Taken at face value, the words apparently 
mean that the distribution is tainted if its 
principal purpose is to enable the stock- 
holders to enjoy corporate earnings and 
profits through ultimate corporation liqui- 
dation or through sale or 
stock.” There are a number of things 
wrong with this concept as a statutory in- 
strument. First of all, it does not explicitly 
and affirmatively state the kind of purpose 
which will keep the distribution from being 
tainted. Second, it hits only one kind of tax 
avoidance. Third, its untested language has 
an im terrorem effect on those least needing 
to be intimidated. Fourth, and looking in 
the other direction, it is arguable that if a 
corporate separation (followed by a sale or 


exchange ot 


liquidation) has an effect which, under the 
facts and law, could have been accomplished 
partial liquidation, no 
dividend tax is and the 
action cannot be a device for the distribu- 


by a avoidance of 


involved, trans- 


tion of earnings and profits.“ 


“ Friedman, work cited at footnote 23, at 
pp. 494-495. Compare the somewhat similar 
doubts expressed by Young, work cited at foot- 
note 4, at p. 857 

’ The regulations, in addition to referring 
to the evidentiary effects (discussed below) of 
a sale or exchange after the distribution, state 
“In determining whether a transaction was 
used principally as a device for the distribu- 
tion of the earnings and profits of the dis- 
tributing corporation or of the _ controlled 
corporation or both, consideration will be 
given to all of the facts and circumstances of 
the transaction. In particular, consideration 
will be given to the nature, kind and amount 
of the assets of both corporations (and corpora- 
tions controlled by them) immediately after 
the transaction. The fact that at the time 
of the transaction substantially all of the 
assets of each of the corporations involved 
are and have been used in the active conduct 
of trades or businesses which meet the require- 
ments of section 355(b) will be considered evi- 
dence that the transaction was not used prin- 
cipally as such a device."’ (Reg. Sec. 1.355-2 
(b)(3).) 

“ There are a number of arguments to the 
contrary For one thing, there are some- 
times practical difficulties in achieving a partial 
liquidation followed by a sale. See Willard, in 


(Continued on following page) 
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Business Purpose 


Under the 1939 Code, the “device” test 
was buttressed by the requirement that the 
stock distribution be pursuant to a reor- 
ganization.” The Treasury therefore had 
unquestionable authority to stress the busi- 
ness purpose, continuity-of-enterprise and 
contimuity-of-interest requirements: in re- 
spect of corporate separations under the old 
Code. It has elected to do so under the 
new Code as well,” but its authority is not 
as clear. 


In so electing, the Treasury may be 


relying upon a number of alternative theories: 


(1) The first of these is that the business- 
purpose concept of Gregory v. Halvering“ isa 
hovering presence throughout the Code. It 
is probable that, at least in its narrower 
form, this concept is inseparable from, and 
in fact identical to, the concept of 
tinuity of enterprise, and hence 
requires that the corporations 
continue indefinitely in business.“ 


con- 
merely 
intend to 


(2) A second theory is that the Gregory 
concept is so broad as to require a business 
purpose for the Section distribution 
itself. So far-reaching an interpretation of 
Gregory would be dangerous in the long 
run to Treasury and taxpayer alike, since 
it might be similarly extended to many 
other sections of the statute as well, with 
resulting uncertainties in interpretation and 
administration. The theory must be faced 
as a possibility, however, in view of such de- 
cisions as Commissioner v. Transport, Trading 
& Terminal Corporation ® and Fairfield Steam- 
ship Corporation v. Commissioner.” These 
are to be compared with Stearns Magnetic 
Manufacturing Company v. Commissioner™ 
and Chamberlin v. Commissioner.” 


355 


(3) A third theory is that, wholly aside 
from Gregory, the “device” language of 
Section 355 makes pertinent the existence 
of a business purpose for the distribution, 
to disprove the presence in the case of the 
purpose prohibited by the “device” language 
While there is strong opinion to the con- 
trary, I believe that this theory has con- 
siderable merit. At a procedural 
sense, a taxpayer's inability to show a busi- 
ness purpose may make it almost impossible 
for him to disprove a 


least in 


“device” charge. 
Where a reorganization precedes the dis- 
tribution of the controlled corporation’s 
stock, as it will in most cases even under 
present law, the question may arise whether 
the business purpose of the reorganization 
supports the stock distribution as well. 
Theoretically at least, this support is not 
automatically available for the distiibution. 
A corporation may have a good reason for 
forming a subsidiary, but none for 
tributing its stock.” Hence, regardless of 
whether the distribution is preceded by a 
reorganization, technically we may have the 
question presented: Is there a 
reason for the distribution ? 


dis- 


business 


In many instances, business factors clearly 
require the stock distribution to the share- 
holders.“ The indications are, however, 
that the national office generally has tended 
to be satisfied if there is a business reason 
for separating two businesses presently held 
in one corporation, and has not pressed the 
question whether the purpose could be 
achieved merely by transferring one of the 
businesses to a subsidiary, It may be that 
the tax administrators have concluded that 
the “device” language does not permit them 
to go any further, once the business reason 
for the separation is established® or they 





(Footnote 44 continued) 

Proceedings of New York University Fifteenth 
Annual Institute on Federal Taxation (1957), 
pp. 695, 704-708; cf. comment cited at footnote 
4, at pp. 53-55. 

* This requirement was a part of Sec. 112 
(b)(3), applicable to spin-offs, and Sec. 112 
(b)(3), applicable to split-ups and split-offs. 

* Reg. Sec. 1.355-2(c). 

* 35-1 ustc § 9043, 293 U. S. 465. 

* See Lewis v. Commissioner, 49-2 ustc % 9377, 
176 F. (2d) G46, 649-650 (CA-1). It is too 
early to say, however, that this view is estab- 
lished law. 

# 49-2 ustc { 9337, 176 F. (2d) 570 (CA-2), cert. 
den., 339 U. S. 916 (1950). 

60 46-2 ustc § 9322, 157 F. (2d) 321, 323 (CA-2), 
cert. den., 329 U. S. 774 (1946). 

5154-1 usrc § 9153, 208 F. (2d) 849, 852 (CA-7). 

5253-2 ustc { 9576, 207 F. (2d) 462, 469 (CA-6), 
cert. den., 347 U. S. 918 (1954). 

% Report cited at footnote 34, at p. 13. 

% These factors might involve antitrust 
orders, management problems, labor union con- 
troversies, difficulties arising because of com- 
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peting products, separation of hazardous and 
nonhazardous businesses, removal of business 
from public regulation or from rate base, re- 
duction of state taxes, or other matters. A 
distribution to avoid consolidated-return tax or 
intercorporate-dividend tax might be deemed 
not to have “‘business purpose.'’ See Michael- 
son, ‘‘Business Purpose and Tax-Free Reorgani- 
zations,"’ 61 Yale Law Journal 14, 33-36, 41-42 
(1952). Cf. report cited at footnote 34, at pp. 
14-15; Holzman, Sound Business Purpose 
(Ronald Press, 1958), pp. 35-39. 

Business reasons for corporate separations 
(but not necessarily limited to reasons support- 
ing distributions to stockholders) are listed in 
the following: Porter, work cited at footnote 
23, at pp. 525-528; Brodsky, work cited at foot- 
note 23, at pp. 396-397; comment cited at foot- 
note 4, at pp. 56-57; Knapp and Repetti, ‘'Prob- 
lems in Distribution of Stock and Securities of 
a Controlled Corporation,"’ Proceedings of New 
York University Fourteenth Annual Institute 
on Federal Taxation, pp. 787, 789-790. 

% See Murdock v. U. S., 57-2 ustc § 9959 (DC 
Tenn.), holding a spin-off transaction not a 
device under Sec. 112(b)(11) of the 1939 Code. 
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may, 
have 


as a matter of fundamental analysis, 
determined that, once the 
purpose was shown, the 


business 
taxpayers were 
free to choose alternative routes to achieve 
the separation—either by formation and 
parental retention of the subsidiary, or by 
distribution of its stock immediately upon 
tormation.” 
that the 
liberal in 


This does not mean, however, 
be en, or will be, as 
of the distribution of the 
old subsidiary. 


separate 


practice has 
respect 
stock of an Here, it seems 
reason for the 
distribution will be demanded by the 


ice ‘| he 


clear, a business 
Serv 
* has 
though 
Code 


Market 


very recent Bondy case” 
some relation to the problem, even 
under the 1939 


the case arose 


Bondy owned all the stock of 
Motors, Inc., a Ford agency, which in 1948 
constructed a large building within which 
to carry Ford Motor Com 
pany that the building be taken 
out of the assets of Market Motors, and the 
building was transferred in 1950 to a newly 
organized with the 
that the subsidiary’s stock be 
to Bondy. The latter was not taken, 
however, for Bondy that the dis 
tribution would be an ordinary dividend to 
him. In 1952 Bondy’s wife commenced a 
divorce him. He refused to 
undertake any property settlement involving 
his Market Motors that 
Ford would cancel the dealership if he did 
so In the divorce 
learned for the time of 112(b) 
(11), which had in 1951 been added to the 
1939 Code \ plan was executed whereby 
Market Motors formed a new holding com 
pany, took all its stock in exchange for the 
stock of the 
distributed the holding 
Bondy, who used it as 


on its business. 
insisted 


intention 
distributed 


subsidiary, 


step 
learned 


action against 


stock, believing 


conterences, Bondy 


first Section 


and 
stock to 


for, and in 


real estate subsidiary, 


company 
security 
(Footnote 55 continued) 

cf. Young, work cited at 
citing Riddlesbarger v. Commissioner, 52-2 ustc 
© 9539, 200 F. (2d) 165, (CA-7), rev'g CCH Dec. 
18.239, 16 TC 820 (1951). But the Tax Court, 
even without the benefit of any ‘‘device’’ lan- 
guage in the statute, has found separate busi- 
ness reasons for creation of a subsidiary and 
for distribution of its stock in holding a split-off 
distribution nontaxable under Sec. 112(b)(3) of 
the 1939 Code (Chester E. Spangler, CCH Dec 
19,183, 18 TC 976, 984-988, acq., 1953-1 CB 6). It 
is possible that the court merely cited the busi- 
ness reasons for the distribution as further 
evidence that there was a business purpose for 
the Sec. 112(g)(1)(D) reorganization and did 
not mean to imply that the distribution would 
have been taxable in the absence of a separate 
business reason therefor. The Tax Court, where 
it has found business purpose for the reorgani- 
zation, has upheld other split-offs under Sec. 
112(b)(3) of the 1939 Act without specifying 
that there were business reasons for distribu- 
tion of the stock. See Rena B. Farr, CCH Dec. 
21,044, 24 TC 350 (1955), acq., 1955-2 CB 6; 


footnote 4, at p. 857, 
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accordance with other provisions of, the 


separation agreement with his wite. 


The Tax Court concluded that there was 
no business purpose for Market Motors’ 
transfer of its subsidiary’s stock to the new 
holding company, that consequently the 
distribution was not “in pursuance of a 
plan of reorganization” as required by 
Section 112(b)(11), and that the creation 
of the holding company was a device to 
distribute the earnings and profits of Market 
Motors. 


The court’s opinion does not discuss the 
possible business-purpose argument stem- 
ming from the fact that the Ford franchise 
might have cancelled if under the 
separation agreement Bondy had been re- 
quired to share the Market Motors stock 
with his wife. The court’s attitude on this 
point, however, may be gleaned from what 
it did say as to possible cancellation of the 
Ford franchise. Testimony was offered that 
Ford was not satisfied with creation of the 
real estate subsidiary and even 
1950, that Market Motors get rid of 
the subsidiary’s stock. The court concluded 
that this testimony not strong and 
hence made no finding of fact regarding it 
The court added, however, that were it to 
accept the testimony, this would still not 
supply the requisite business purpose for 
the 
Motors 


been 


insisted, 
after 


was 


creation of holding 
Market could 
tributed its subsidiary’s 
a taxable dividend. U 


reorganization 


company, 
have directly 
stock to 
this 
serving no 


since 
dis- 
3ondy as 
view, the 
pur- 
than to make tax-free an other- 
taxable distribution of stock. The 
court, in so seemingly disre- 
garded the 1939 Code regulations ® and the 
1951 Senate report,” 


ider 
would be 
pose other 
Wise 


concluding, 


Finance Committee 





James G. Murrin, CCH Dec. 21,091, 24 TC 502 


(1955). acq., 1955-2 CB 7: Thomas L. Williams, 
CCH Dec. 19,483(M), 12 TCM 186 (1953). There 
probably were such reasons in Farr and Murrin. 
It is not clear that there were in Williams. 
Perhaps, under Sec. 112(b)(3), the distribution 
need only have been relevant and material to 
the reorganization (Mintz, work cited at foot- 
note 4, at p. 372). Cf. Murdock v, U. 8., cited 
above. 

5% See Commissioner v. Gilmore Estate, 42-2 
© 9648, 130 F. (2d) 791, 795 (CA-3): Estate 
of John B. Lewis, CCH Dec. 16,433, 10 TC 1080, 
1087, aff'd, 49-2 ustc { 9377. 176 F. (2d) 646 
(CA-1, 1949). But cf. Commissioner v. Trans- 
port, Trading and Terminal Corporation, cited 
at footnote 49; Michaelson, work cited at foot- 
note 54, pp. 42-43. See also Holzman, work 
cited at footnote 54. 

* Perry E. Bondy, CCH Dec. 23,129, 30 TC - 
No. 110 (1958). 


* Regs. 118, Sec. 39.112(b)(11)-2(d), Example 
1 


ust 


'S. Rept. 781, 
See 1951-2 CB 499. 


82d Cong., Ist Sess. (1951). 
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both of which cite the creation of a new 
holding company as the appropriate means 
of spinning off an existing subsidiary. It 
is submitted that if there was a business 
reason for the distribution, it provided a 
business purpose for the reorganization, 
and this enabled the distribution to be ac- 
complished tax-free.” 


Were the Tax Court's statements in Bondy 
to be carried to their ultimate end, it would 
not be enough under the 1954 Code that 
there be business reasons for separating 
two now within the cor- 
poration; it would also be required that there 
be business reasons for continuing to hold 
each business in corporate form, since 
otherwise the business purpose could be 
accomplished simply by distributing one of 
the businesses as a taxable dividend. The 
Code, we think, is not susceptible of that 
construction. 


businesses same 


In conclusion as to Bondy, the court there 
properly sought a business purpose for the 
distribution in order to determine whether 
there was a business purpose for the re- 
organization, since the reorganization clearly 
had no purpose except to facilitate the dis- 
tribution. The opinion apparently does not 
seek to establish the proposition that where 
there already is a business purpose for the 
reorganization, there must also be a busi- 


ness reason for distribution of the stock. 
It may be, however, that the language of 
the opinion will be so construed.” 


In summary, we probably should assume 
as a minimum under the 1954 Code that 
the distributing and distributed corporations 
must intend indefinitely to conduct business 
after the distribution and that there must 
be a business purpose for the distribution of 
an old subsidiary. How much more is re- 
quired under the business-purpose concept 


Is uncertain. 


Continuity of Enterprise 


With roots, too, in the “device” language,” 
the concept of continuity of enterprise con- 
notes, as does “business purpose,” an intent 
that the corporations will continue indefi- 
nitely in business. 


There is a narrower requirement of con- 
tinuity of enterprise in the provision of 
Section 355 that the distributing and dis- 
tributed corporations must be engaged in 
the active conduct of a trade or business 
immediately after the distribution.” The 
term “immediately after” has appeared in 
several sections of the statute and has been 
construed by the courts under the 
transactions doctrine. 


step- 


of 


Continuity of Interest 


much 
scope 


almost ‘as difference of 
opinion regarding the and 
of the section’s requirement of continuity 
of stockholder interest as there is regard- 
ing business purpose. While both concepts 
are invoked in a single subparagraph of the 
regulations,” separate from the “device” 
subparagraph,” the writer believes that 
support for the two concepts stems largely, 
if not entirely, from the “device” language 
of the statute. In general, this language 
seems directly to afford somewhat stronger 
foundation for the continuity-of-interest re- 
quirement than it the business 
purpose requirement, although the difference 
may not be worth talking about. 


There is 
content 


does tor 


Continuity of interest, of course, relates 
to the question of stockholder sale or ex- 
change of stock. An easy solution would be 
that 
separations preceded by sales arrangements 


provided if one could say corporate 


invariably are prohibited devices™ and that 
all others not.” Neither 
however, is true. 


are proposition, 





“Cf. Commissioner v, Gilmore Estate, cited 
at footnote 56, at p. 795. 

6: But cf. Murdock v. U. 8. 
55. 

® The regulations, however, mention the con- 
tinuity-of-enterprise concept with the business- 
purpose and continuity-of-interest requirements 
in a paragraph separate from the discussion of 
the ‘‘device’’ provision. 

® Sec, 355(b)(1)(A) and (B). 

* See Mintz and Plumb, ‘Step Transactions 
in Corporate Reorganization,’’ Proceedings of 
New York University Twelfth Annual Institute 
on Federal Taxation (1954), p. 247. The step- 
transactions rule, as applied to Sec. 355, is 
discussed in Porter, work cited at footnote 23, 
ut p. 524, and comment cited at footnote 4, at 
pp. 57-59. si 

® Reg. Sec. 1.355-2(c). 

* Reg. Sec. 1.355-2(b). 

* The Treasury took this position in Sec. 
1.355-2(b) of its tentative regulations (published 
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in the Federal Register on December 11. 1954). 
but not in the final regulations (published 
December 3, 1955). The latter merely stated 
that a prearranged sale would be evidence that 
the transaction was used principally as a ‘‘de- 
vice,"’ just as both the tentative and final regu- 
lations indicated was true of any other sale 
The regulations follow the statute in saying 
that, in the absence of prearrangement, the 

“mere fact’’ of the later sale is not adversely 
determinative (Reg. Sec. 1.355-2(b)) ‘ 

The proposed distribution of a subsidiary’s 
stock was deemed to be a ‘‘device’’ where the 
purpose of the distribution was to facilitiate a 
prearranged sale of the parent's stock (Rev. 
Rul. 55-103, 1955-1 CB 31). See also Rev. Rul. 
58-68, I. R. B. 1958-19, 10. 

"See Danzig, ‘Problems in Effecting Tax- 
free Split-ups, Split-offs and Spin-offs,’’ Pro- 
ceedings of New York University Thirteenth 
Annual Institute on Federal Taxation, p. 783; 
Brodsky, work cited at footnote 23, at pp. 395- 
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Suppose A owns all the stock of a cor- 
poration which is in two five-year busi- 
nesses, each of which has a general manager 
Disputes over corporate policy develop be- 
tween the general managers, and each 
threatens to resign unless the two busi- 
nesses are separated into sister corporations 
and unless, in addition, each is given an 
opportunity to buy 20 per cent of the busi- 
ness he manages. Forced to do so, A con- 
tracts with each of the general managers 
to carry out their proposals, consummates 
the corporate separation, and immediately 
sells them the stock. It seems probable, in 
view of the strong business purpose and the 
degree of continuity of stockholder interest, 
that the courts would treat the distribution 
as tax-free under Section 355, despite the 
prearranged sales.” 

In fact, this writer believes that the case 
in which the stockholders are more likely 
to get into difficulty is one in which the 
business purpose of the separation is weaker 
than in the foregoing instance and _ the 
stockholders later dispose of some or all 
the stock of one of the corporations without 
prearrangement. The question then may 
arise whether the asserted business purpose 
was outweighed by a purpose to separate 
the businesses for stockholder disposition 
of one of them. If so, the stockholders may 
find they have been playing a particularly 
form of Russian roulette. Of 
course, if the later stock disposition is made 


entrancing 


intervening change of cir- 
this 
objective evidence, much if not all the con- 
cern will be allayed.” Even then, however, 
the stockholders left to take 


chances on audit, since the practice of the 


because of an 


cumstances, and fact is provable by 


are their 


(Footnote 68 continued) 

396: cf. Knapp and Repetti, work cited at foot- 
note 54, at pp. 793, 802-803; Porter, work cited 
at footnote 23, at p. 525. 

*® But cf. Cohen and 
footnote 3, at p. 432 

* See footnote 71, and text for footnote 75. 

7 Several of these rulings are cited by Fried- 
man, work cited at footnote 23, at pp. 495, 522- 
523. The Service, in following the practice men- 
tioned in the text, did not distinguish between 
spin-offs under Sec. 112(b)(11), which contained 
the ‘‘device’’ language, and split-offs and split- 
ups under Sec, 112(b)(3), which did not. 

In Chester E. Spangler, cited at footnote 55, 
the stocks of both corporations were sold ap- 
proximately one year after the corporate sepa- 
ration. The Tax Court found that prior to the 
separation the principals had no intention of 
selling the stock of either corporation, and 
held the split-off exchange nontaxable under 
Sec. 112(b)(3) of the 1939 Code. The same 
section was applied in Rena B. Farr, cited at 
footnote 55, where the sale of part of the stock 
of the distributing corporation occurred 18 
months after the split-off exchange. Although 
the plan of corporate separation was adopted 


others, work cited at 


Federal Tax Conference 


national office has been to refuse to issue 
a ruling as to the effect of the change in 
circumstances. 


In issuing rulings as to corporate separa- 
tions under the 1939 Code, the Revenue 
Service frequently based the rulings in part 
upon representations that the parties did 
not intend to dispose of the stock of either 
corporation by sale or by liquidation or 
merger of either of the corporations.” 


The 1954 Code’s insertion of the outer 
parenthetical provision in the “device” lan- 
guage of Section 355, as contrasted with 
the corresponding language in Section 112 
(b)(11) of the 1939 Code, has not greatly 
lessened the Service’s interest in the parties’ 
intentions after the corporate separation.” 
The outer parenthetical language of Section 
355(a)(1)(B) presumably means exactly 
what it says: The mere fact of later stock 
disposition not show the corporate 
separation to be a device. But it might, if 
added to something else. Accordingly, the 
Service in several published rulings under 
Section 355 has referred to lack of intention 
to dispose of the stock of either of the 
corporations after the distribution.” Three 
of these rulings covered cases of pro-rata 
distributions, but a fourth did not. Each 
involved a real estate business, which pre- 
sumably was highly salable.“ 


does 


There may be distinctions between various 
later stock Gen- 
erally speaking, a liquidation of one of the 


forms of dispositions. 


more bespeak a device 
stock. This is because 
liquidating stockholders ordinarily need no 
action to perfect 
whereas selling stockholders need the par- 


corporations may 


than will a sale of 


one else’s their plans, 





to facilitate the sale of the stock to the ulti- 


mate purchaser, no one was bound nor had 
any details of the sale been agreed on at the 
time of the separation. Moreover, the sale was 
motivated by need to satisfy Studebaker Cor- 
poration, and thereby protect the distributing 
corporation's franchise. 

*2 Some writers have expressed the view that 
the parenthetical provision in Sec. 355 eliminates 
any ‘‘speculation’’ as to intention to dispose of 
the stock, unless the inner parenthesis applies. 
See Friedman, work cited at footnote 23, at pp. 
495-497, 522-523. Cf. Pennell, work cited at 
footnote 1, at pp. 929-930; Brodsky, work cited 
at footnote 23, at pp. 395-396: comment cited 
at footnote 4, at pp. 52-55; Knapp and Repetti, 
work cited at footnote 54, at pp. 802-803. But cf. 
Porter, work cited at footnote 23, at p. 525. 

= Rev. Rul. 56-266, 1956-1 CB 184: Rev. Rul. 
56-554, 1956-2 CB 198: Rev. Rul. 56-555, 1956-2 
CB 210; Rev. Rul. 58-164, I. R. B. 1958-16, 7. 

** But in another instance involving real estate, 
the Service made no reference to lack of inten- 
tion to sell (Rev. Rul. 56-557, 1956-2 CB 199). 
The writer doubts that any conclusion can be 
drawn from this omission. 
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ticipation of a buyer. But even where (in 
an old reorganization case) a liquidation 
occurred only three days after formation 
of the corporation, the liquidation was shown 
to be due to changed circumstances outside 
the control of the stockholders.” 


A merger, in turn, may be more innocuous 
than a sale of stock, unless the merger is 
itself a further step in a sale. The Revenue 
Service has applied Section 355 to a cor- 
porate separation one of whose purposes 
was, through distribution of a subsidiary’s 
stock, to facilitate the parent’s expansion 
by possible merger.” In another case, how- 
ever, the Service relied upon the immediate 
merger as one of the reasons for finding 
that the device provision applied.” 


Separations Taxable in Whole or in Part 


Although the effort was made in the 1954 
Code to treat all corporate separations alike, 
whether the mechanism adopted was spin- 
off, split-off or split-up, a sometimes-signifi- 
cant distinction is made by Section 356 in 
cases where “boot” is distributed. If the 
stock is distributed by way of spin-off, the 
accompanying “boot” is taxed as an ordi- 
nary dividend, to the extent of the earnings 
and profits accumulated after February 28, 
1913, and those of the full current taxable 
year. If a split-off or split-up is adopted, 
the amount taxable as a dividend is the 
lesser of the amount of gain realized or 
the recipient’s ratable share of the earnings 
and profits accumulated after February 28, 
1913. Thus, in. the case of a split-off or 
split-up, unlike a spin-off, (1) the amount 
of the gain realized sets the top limit of 
the taxable dividend; (2) only the stock- 
holder’s pro rata share of the earnings and 
profits, not the entire amount, can con- 
stitute a dividend; and (3) current earn- 

™% Lea v. Commissioner, 38-1 ustc { 9233, 96 F. 
(2d) 55 (CA-2). See Michaelson, work cited 
at footnote 54, at pp. 29-30. 

7 Rev. Rul. 56-554, 1956-2 CB 198. 

7 Rev. Rul. 58-68, I. R. B. 1958-19, 10. While 
the merger was negotiated before the distri- 
bution of the subsidiary’s stock, the subsidiary 
was the surviving corporation in the merger, 
and the merger did not increase the salability 
of the stock. 

% See Friedman, work cited at footnote 23, at 
pp. 507-508; Young, work cited at footnote 4, 
at pp. 846-847, note 19; comment cited at foot- 
note 4, at p. 41, note 10; Pennell, work cited 
at footnote 1, at p. 933; Darrell, work cited 
at footnote 12, at p. 1017; Brodsky, work cited 
at footnote 23, at pp. 407-408. 

7% See Knapp and Repetti, work cited at foot- 
note 54, at pp. 804-807; Lyons, work cited 
at footnote 23, at pp. 17-18, 20 and following; 
Young, work cited at footnote 4, at pp. 846-847; 
comment cited at footnote 4, at pp. 42-43; Mac- 
Lean, ‘“‘Problems of Reincorporation and Re- 
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ings are not considered except as they enter 
into accumulated earnings.” 

Split-ups and split-offs failing to qualify 
under Section 355 nevertheless may produce 
capital gains treatment at the stockholder 
level, since there is a possibility that the 
exchanges of stock will qualify as complete 
liquidations under Section 331, as partial 
liquidations under Section 346 or as re- 
demptions under Section 302(a).” This 
cannot occur in the case of spin-offs. 


A number of writers have pointed out 
that drafting defects in the 1954 Code may 
invite attempts to consummate taxable split- 
ups for the purpose of achieving a capital 
gains bail-out of corporate earnings and 
profits under circumstances in which the 
1939 Code probably would have treated the 
transaction as a reorganization with a pro- 
hibitive amount of “boot.” The Ways and 
Means subcommittee’s advisory group on 
Subchapter C has recommended that Sec- 
tion 368(a)(1)(D) be broadened to deal with 
this and related reincorporation problems." 


Rulings 


It will be seen that the national office has 
been feeling its way in the issuance of rul- 
ings under Section Commentators 
have criticized some of the administrative 
interpretations as not being grounded in 
the statute.” But, considering the statutory 
materials with which they were forced to 
deal, the administrators have done well, on 
the whole. They have, moreover, taken 
positions on knotty problems which, with 
less trouble to themselves but with dire 
results to everyone else, might have been 
left by them for the revenue agents and 
the courts. 


x os ae 


I do not mean to imply that the issuance 
of a Section 355 ruling is an act of charity. 





lated Proposals of the Subchapter C Advisory 
Group,"’ 13 Tax Law Review 407, 414-419 (1958). 

* MacLean, work cited at footnote 79; Lyons, 
work cited at footnote 23: Cohen and others, 
work cited at footnote 3, at p. 422, footnote 222. 

“ Report cited at footnote 13, at pp. 49-57, 
61-68. The advisory group's recommendations 
are analyzed in MacLean, work cited at foot- 
note 79. 

* The rulings are discussed in Brodsky, work 
cited at footnote 23, at pp. 398407: Young, 
work cited at footnote 4, at pp. 843-844, 858-872; 
Porter, work cited at footnote 23; Caplin, work 
cited at footnote 27; Caplin, ‘“‘The Five-Year 
Business Rule for Corporate Separations,"’ 35 
TAXES 381, 386 (May. 1957): comment cited at 
footnote 4, at pp. 46-50; Lyons, work cited at 
footnote 23, at p. 21. 

See Young, work cited at footnote 1, at pp. 
843-844, 858-872; comment cited at footnote 4, at 
pp. 46-50; Lyons, work cited at footnote 23, 
at p. 21; Caplin, work cited at footnote 82, at 
p. 386. 
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But the essential un- 


resolved conflict between “yes” and “no” in 


Of course it is not. 
Section 355, as reflected especially in the 
ambiguities of and 


the inconsequentials of the five-year active- 


the “device” language 
business test, might have led less-courageous 
administrators to say: “This is a matter of 
purpose and intent, to be judged by what 
you do after the separation as well as be- 
fore, so we will not give you a ruling.” 


You may recall one of the lines in Tennes- 
see Williams’ play A Streetcar Named De- 
which Blanche duBois poignantly 
says: “I have always depended on the 
kindness of This is not the 
best taxpayer policy under Section 355. Be- 
cause of its nuances and intricacies, interpre- 
tation of the section (including construction 
by the courts) is predictably undependable. 
In other words, taxpayers had better seek 


rulings.” [The End] 


sire, in 


strangers.” 


Recent Developments 
in Collapsible Corporations 


By IRVING |. AXELRAD 


The author is a member of 
Mitchell, Silberberg & Knupp, 
Los Angeles, California. 


this paper is to re- 

view developments relating to collapsible 
corporations during the two years that have 
passed since the 1956 University of Chicago 
Tax Conference, where the law to that date 
was analyzed... The most significant de- 
velopment of this period was the enactment 
of Section 20 of the Technical Amendments 
Act of 1958 which added a new subsection 
(e) to Section 341 of the 1954 Code. 


T HE PURPOSE of 


This legislation affords much needed relief 
in important areas but in many others it 
has no application and as to those, Section 
341, as it was originally enacted in 1954, 
remains unchanged. In that sense we are not 
confronted with two collapsible corporation 
enactments. Consequently, the interpreta- 
tion of Section 341 prior to its amendment 
continues to be of importance. 


In this sphere of the collapsible world 
there have been a series of court decisions 
which, while dealing with only a few of the 
provisions of Section 341, are more than 
sufficient to indicate the direction in which 


See comment cited at footnote 4, at p. 43; 
Peterson, ‘‘Subchapter C of the Internal Rev- 
enue Code of 1954—III. Corporate Organiza- 
tions and Reorganizations,’’ 30 Notre Dame 
Lawyer 617 (1955). 

1 Axelrad, ‘‘Tax Advantages and Pitfalls in 
Collapsible Corporations and Partnerships,”’ 34 
TAXES 841 (December, 1956). See, also, the 


Federal Tax Conference 


the judicial wind is blowing. There have 
been limited but important adminis- 
trative rulings which perhaps are more sig- 
nificant for what they do not say than for 
the specific conclusions reached. Finally, 
experience of the past years has itself raised 
important problems which deserve comment 


also 


Moreover, in the same act that added 
subsection (e) to Section 341 by provisions 
which show a maximum effort to carve out 
a limited escape from Section 341, but no 
more than was specifically intended, there 
was also included Section 64,7 entitled “Elec- 
tion of Certain Small Business Corporations” 
which adds a new Subchapter S to the 1954 
Code. This subchapter incredibly provides 
means for total avoidance of Section 341 in 
numerous situations to stockholders of cor- 
porations which qualify. 


All of these developments can most con- 
veniently be discussed in two parts: an 
analysis (1) of Section 341(a)-(d) in light 
of the experience of the past two years, and 
the relationship of these subsections to Sub- 
chapter S, and (2) of subsection (e). 


PART I: SECTION 341(a)-(d) 


In the fall of 1956, six years after the 


enactment of the first statutory provision 


excellent and comprehensive treatment 
subject in DeWind and Anthoine, ‘‘Collapsible 
Corporations,’’ 56 Columbia Law Review 475 
(1956), and MacLean, ‘‘Collapsible Corporations 
The Statute and Regulations,’’ 67 Harvard 
Law Review 55 (1953). 
? Technical Amendments Act of 1958. 


of the 





The author is deeply indebted to 
his partner, Peery Price, 

“‘whose powers of analysis and 
erudition have made him a legend 
in his own time, for the 
opportunity of exploring with 

him the ramifications of 

some of Section 341's most 
unfathomable provisions.” 


dealing with collapsible corporations * there 


had been only two cases interpreting the 
section, Weaver v. Commissioner, CCH Dec. 
21,576, 25 TC 1067 (1956), and Wilson v. 
Commissioner, CCH Dec. 21,575, 25 TC 1058 
(1956). Those cases were decided for the 
taxpayer, but the decisions were placed on 
the ground that the Commissioner had the 
burden of proof since the 90-day letters did 
not rely on Section 117(m). In outlining 
the nature of the Commissioner’s proof the 
court interpreted the statute as having a 
most limited applicability.® 


Since that time there have been a series 
of Tax Court decisions, many of them in 
the past few months, four of which have 
been affirmed by courts of appeals. Burge 
v. Commissioner, CCH Dec. 22,352, 28 TC 
246 (1957), aff'd, 58-1 ustc § 9379, 253 F. 
(2d) 765 (CA-4); Glickman v. Commissioner, 
CCH Dec. 22,465(M), 16 TCM 532 (1957), 
aff'd, 58-2 ustc $9598, 256 F. (2d) 108 
(CA-2); Weil v. Commissioner, CCH Dec. 
22,472, 28 TC 809, aff'd, 58-1 ustc J 9357, 
252 F. (2d) 805 (CA-2); Abbott v. Commis- 
sioner, CCH Dec. 22,471, 28 TC 795, aff'd, 
58-2 ustc 7 9753 (CA-3); Sorin v. Commis- 
stoner, CCH Dec. 22,861, 29 TC 959 (tax- 
payer has appealed to the Court of Appeals 
for the Second Circuit); Rechner v. Commis- 
sioner, CCH Dec. 22,957, 30 TC —, No. 17; 
August v. Commissioner, CCH Dec. 23,117, 
30 TC —, No. 103 (1958); Payne v. Com- 
missioner, CCH Dec. 23,132, 30 TC — 
No. 111 (1958); Sidney v. Commissioner, 
CCH Dec. 23,147, 30 TC —, No. 122 (1958). 


These cases had two things in common: 
One, the corporations involved were all in 
one or another phase of the building busi- 
ness; and two, all of the cases were decided 
against the taxpayer. It is very clear that 
the Tax Court’s initial sortie into the col- 
lapsible field in Weaver and Wilson repre- 
sented a temporary aberration, and that the 
interpretation which the Tax Court places 
on the statute now is as broad as it appeared 
to be narrow in Weaver and Wilson. 


31939 Code Sec. 117(m), added by Sec. 202, 


Revenue Act of 1950. 
‘* Axelrad, article cited at footnote 1, at p. 867. 
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These cases, as a group, which will be 
discussed in more detail in connection with 
particular statutory language with which 
they deal, were cases of a distribution of 
excess mortgage proceeds guaranteed by 
the Federal Housing Authority or sales of 
stock shortly after, or within a year or two 
of, completion of the construction. As such, 
they had in common the circumstance that 
they represented almost classical examples 
of what the Congress intended, by the en- 
actment of this provision, to be classified 
as a collapsible corporation. 

The difficulty, then, with these cases is 
not that they were incorrectly decided. Never- 
theless, they are in general disturbing. As 
we pointed out in 1956 through a series of 
specific examples, Section 341 is an excep- 
tionally badly drafted and complicated pro- 
vision. Taxpayers’ counsel, in attempting 
to avoid the harsh impact of this section 
on their clients’ taxes, have made a series 
of arguments from case to case which ap- 
parently were difficult for the courts to deal 
with under the statute. The opinions seem 
to suggest that the courts knew these were 
collapsible corporations, but didn’t always 
know why. As a result, interpretations of 
the statute have been made in these opinions 
which, when applied to different factual situ- 
ations, are likely to reach results which go 
far beyond the proper sphere of collapsible 
activity. 

The courts, in attempting to give the 
statute the broad coverage which they are 
currently giving it, have overlooked the fact 
that it has been axiomatic in the treatment 
of corporate distributions since the modern 
income tax that a 
change of stock, or complete liquidation of 


provisions sale or ex- 
the corporation, results in capital gain; and 
that the deviation from this principle en- 
the 
meant to deal with a particularly grievous 


acied in collapsible provisions was 
avoidance of income taxes by the conversion 
of ordinary income to capital gain through 


a temporary use of the corporate umbrella. 


The manifest purpose of the complex 
fr Section 341 
the harsh consequences of collapsibility to 


provisions of was to confine 
the situation that gave rise to the measure 
in the-first instance. These circumstances 
seem not at all to have been considered by 
the that have dealt with 
these problems or, if so, they seem oblivious 
to the impact that these interpretations may 
have in different situations. It has been a 
truism in the law for centuries that “hard 


some of courts 





* Note discussion below that these cases have 
been repudiated. 
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should not make bad law.” * 
It ought to be even clearer that easy cases 
should not make bad law. One of the by- 
products of this statute, which consists of 
phrases that roll on each other with more 
apparent than actual connection, is that the 
courts will, as they appear to have done up 
to date, find meaning where there is none 
and, accordingly, reach conclusions that can- 
not be supported or predicted. 


cases 


Before the Realization 
of a Substantial Part 


We wrote in 1956 that the single, most 
important test for the nonapplicability of 
Section 341 was the determination of the 
amount that would constitute the realiza- 
tion of “a substantial part” of the taxable 
income to be derived from a collapsible 
property.’ The intra-Service controversy, 
or at least the Service’s failure to resolve 
the question of what percentage amount, 
if any, would be considered substantial, un- 
fortunately remains the same as in the fall 
of 1956. No published or unpublished rul- 
ings have been issued, and as of this writing 
there is no indication when, if ever, the 
Service will resolve this question. 
three court 
or indirectly 


There have been, however, 
decisions which deal directly 
with the problem. The first in point of time 
is Levenson v. U. S., 58-1 ustce § 9157, 157 
F. Supp. 244 (DC Ala., 1957). That case 
held that a corporation organized to buy 
and sell trailers was not collapsible where 
it had realized 51.37 per cent of the taxable 
income to be realized from a trailer con- 
tract. The court pointed out that there was 
no definition of the term “substantial” in the 
Code and, after referring to the administra- 
tive practice through informal rulings, stated 
that giving the word “substantial” its ordi- 
‘it is inconceivable 
of more 


narily accepted meaning 
to this court that the realization 
than 50% of the net income from the prop- 
erty should not be regarded as substantial.” 
Despite the fact that this was a case of first 
impression and a clear holding on this im- 
portant phase of the applicability of Sec- 
tion 341, the not to 
appeal. 

The comfort that might 
receive from this unappealed District Court 
decision is considerably dissipated by a 
decision of the Court of Appeals for the 
Third Abbott v. Commissioner, 


government chose 


one otherwise 


Circuit in 


cited above. In_ that the taxpayer 
argued that a realization of 10.84 per cent 
of the total profit from rental housing was 
substantial within the meaning of Section 
341. The court concluded that it need not 
determine whether 10.84 per cent was sub- 
stantial because: “The real question posed 
by the statute ... is not whether a sub- 
Stantial part of the total profit was rea- 
lized prior to dissolution, but rather whether 
that part of the total profit realized after 
dissolution was substantial. This was the 
test correctly applied by the Tax Court in 
making its finding that the dissolution took 
place before a substantial part (namely, 90%) 
of the total profit was realized.” 


case 


This decision, whatever else may be said 
about it, places taxpayers in a dilemma. 
If the court has correctly read the statute 
the smaller the percentage assigned to the 
term “substantial,” the greater must be the 
realization of taxable income to escape the 
collapsible stigma. The informal rulings 
issued prior to the spring of 1956 interpreted 
the statute as meaning the income realized 
prior to dissolution or being the 
“part” that must be substantial. The Court 
of Appeals for the Third Circuit, of course, 
reads it as the part not yet realized. 


sale as 


the Service, 
and the under- 
Abbott case is 
Careful consideration of the stat- 
ute requires the conclusion, however, that 
the court has done no violence to the literal 
language. “Before the realization . . . of 
a substantial part of the taxable income” 
may refer to the time when no substantial 
part has yet been realized, or to a time when 
no substantial part remains unrealized, be- 
cause in the latter situation so long as there 
remains unrealized a substantial part, it is 
“before the realization of a substan- 
tial part.” 


In view of the attitude of 
the Congressional purpose, 
standing of the tax bar, the 
shocking. 


It is only when “substantial part” js in- 
terpreted as meaning more than 50 per cent 
that this particular problem of statutory 
interpretation is eliminated. If substantial 
part is more than 50 per cent, as soon as, 
for example, 51 per cent has been realized 
there cannot, by definition, be a substantial 
part unrealized. 


The court of appeals’ statement that its 
test, that “substantial part” refers to the 
unrealized portion, was applied by the Tax 
Court is questionable. The Tax Court’s 
view that a substantial part had not been 





®“It is the duty of all courts of justice to 


take care, for the general good of the com- 
munity, that hard cases do not make bad law.’ 
Lord Campbell in East India Company v Paul, 
7 Moore P. C. 111. 


7 Axelrad, article cited at footnote 1, at p. 859. 
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* The Third Circuit's interpretation was sug- 
gested over six years ago as a permissible but 
not preferable one. (DeWind, ‘‘Collapsible 
Corporations Under the Revenue Act of 1950." 
1951 Southern California Tax Institute 583 
612-613. ) 
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realized is fully consistent with the conclu- 
sion that 10.84 per cent was not itself sub- 
stantial, and in view of the contention of 
the parties, neither of which argued for the 
court of appeals’ interpretation, it 
more plausible that the Tax Court inter- 
preted “substantial” as merely not being 
satisfied by 10.84 per cent. 


seems 


In view of the clearly expressed purpose 
of Congress in the committee reports that 
Section 341 and its predecessor Section 117 
(m) of the 1939 Code were adopted in light 
of the problems raised by the “one shot” 
motion picture and building corporation 
where, it was pointed out, the corporation 
is dissolved before “any” income is real- 
ized,” it seems doubtful that this reading 
by the court of appeals carries out the 
Congressional purpose. Moreover, while the 
language used, as we have indicated, is techni- 
cally susceptible of this interpretation, it is 
submitted that the reading is not idiomatic. 


Unfortunately, as much as the Abbott 
case adds to the difficulty of applying Sec- 
tion 341, it is not the last or even the most 
confusing word. The Tax Court made its 
unique contribution in Sidney, cited above. 


In that case, two corporations were in- 
volved and the taxable years were 1950 and 
1951. The two corporations had mortgage 
premium income in the amounts of $61,915 
and $43,288. The net income of each was 
less than that for 1950, indicating a loss 
from other operations. In 1951 the two cor- 
porations had net rental income of $31,164 
and $22,078. In discussing whether there 
had been substantial realization, the court 
ruled out consideration of the mortgage 
premium income on the ground that it did 
not constitute “net income to be derived 
from such property””™ where the property 
constructed by the corporations were apart- 
ment buildings. Without discussing any 
percentage content for the meaning of the 
term “substantial part,” the court concluded 
that the rental income realized in the sec- 
ond year was not a substantial part of “the 
whole of the net income reasonably to be 
anticipated from such properties.” 





The reason which it gave was that the 
properties had a long useful life, as shown 
by their depreciation schedules, the fact the 
mortgage loans were repayable over a pe- 
riod of 30 years, and that the common stock 
of the corporation was sold in 1953 for 
$200,000. 


As we read this opinion, the court appears 
to be suggesting that the method of ascer- 
taining whether a substantial part of the 
taxable income has been realized is to com 
pare the taxable income realized prior to 
the sale or exchange of stock, or liquidation, 
with the income that would be derived from 
the property if held over its useful life.” 
We have previously pointed out that this 
places a burden on the taxpayer who, of 
course, normally has the burden of proof 
that will be difficult, if not impossible, to 
bear. Although the regulations are silent 
on the question of how to compute sub- 
stantial part, it has been the 
administrative practice of the Service to 
compare the net income realized with the 
unrealized appreciation in value of the par- 
ticular collapsible assets. Although Stdney 
does no violence to the language of Section 
341, but on the contrary literally applies 
it, if the interpretation there suggested is 
generally adopted, it places an additional 
and virtually insurmountable obstacle in the 
path of determining whether a corporation 
has, or has not, realized substantial income. 


consistent 


Principally’’ Modifies Collapsible Activity 


One of the obvious difficulties in  in- 
terpreting Section 341 has been whether the 
word “principally” modifies the collapsible 
activity, that is, manufacture, construction, 
production or purchase of property, or 
whether it modifies “with a view to.” This 
is a problem which has particularly in- 
trigued the commentators." We suggested 
in 1956 that the proper interpretation was 
that it modified the collapsible activity.” 
Under this test a corporation is collapsible 
if its principal activity relates to producing 
collapsible assets even though the principal 
purpose of those in control is not that of 





®* The Tax Court made the following finding: 
“When Leland distributed the land to peti- 
tioners, it had not realized a substantial part 
of the net income to be derived from _ the 
property.”’ 

”~ H. Rept. 2319, 8ist Cong., 
CB 380, at pp. 422, 423. 

11This is to be contrasted with the Fourth 
Circuit’s opinion in Burge, cited in text, where 
excess mortgage proceeds are ‘‘attributable’’ 
to the property for the purposes of the 70 per 
cent rule. See also the Tax Court's inconsistent 
interpretation of the 70 per cent limitation in 
August, cited in text. Why are excess mort- 
gage proceeds ‘‘attributable to the property” 
under Sec. 341(d)(2) but a mortgage pre- 
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mium is not part of the income ‘‘derived from 
such property’’ under Sec. 341(e)(1)(A)? 

% Payne v. Commissioner, cited in text, de- 
cided 12 days earlier, implicitly anticipated 
Sidney, where net income in the first year of a 
corporation was followed by a loss the second, 
and no net income for the next five years. 
The court believed this was unrepresentative 
because income was distorted as a result of a 
heavy debt structure. 

* Axelrad, article cited at footnote 1, at pp. 
861-862. 

” Axelrad, article 
p. 851, footnote 44. 

*® Axelrad, article 
p. 851. 


cited at footnote 1, at 


cited at footnote 1, at 
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tax avoidance. It is not surprising, in view 
of the judicial trend to give Section 341 the 
broadest possible meaning, that this has 
the conclusion of the courts which 
have considered the question. For example, 
the Court of Appeals for the Fourth Circuit 
in Burge v. Commissioner, cited above, re- 
jected the taxpayer’s argument that “princi- 
pally” modifies “view.” It characterized tax- 


been 


payer's argument as “without support of 


of grammar with which 
253 F 


any rule of law or 
we are familiar.” ( 
footnote 2.) 


(2d) at page 768, 


Collapsible View 


A particularly surprising manifestation of 
the willingness of the courts to apply Sec 
tion 341 as broadly as possible is illustrated 
by the dictum of the Court of Appeals for 
the Second Circuit in Glickman v. Commts- 
stoner, cited above, throwing serious doubt 
on the validity of a portion of the regu- 
lations. There, the taxpayer had argued that 
the view which the statute requires must 
exist when the construction begins. The 
court summarily rejected this argument, 
quoting Judge Parker’s opinion in Burge 
v. Commissioner with approval: “It not 
necessary that the ‘view’ exist when the 
corporation is formed. It is sufficient that 
it exist when the corporation is ‘availed of’ 

.’ The court in Glickman continued 
that “Since the corporation may at any time 
during its corporate life be ‘availed of’ for 
the proscribed purpose, subject, of course, 
to the limitations imposed by Section 117 
(m)(3), it seems surprising that the Regu- 
lations have adopted a narrower interpre- 
tation of the statute, and require the requisite 


is 


the construction 
or to be ‘attributable’ to ‘circumstances which 
reasonably could be anticipated by the time 
of such construction’,” 


view to exist ‘during 


The court expressly doubted the validity 
of the Treasury regulations, saying, “We 
are disposed to disagree with so narrow an 
interpretation, but whether the Regulations 
are valid need not be determined now.” It 
pointed out that the Tax Court had assumed 
the regulations to be valid and that this 
assumption, if wrong, was unduly favorable 
to taxpayers. It then concluded that the 
Tax Court was correct in finding that the 
construction had not yet been completed 
when the determination first to distribute 
cash and later to sell the stock was made. 


If we read the court’s opinion correctly, 
it is stating, as apparently the Fourth Cir- 
cuit did in Burge, that the collapsible view, 
that is, the intention to sell or exchange 


™® Regs. Sec. 1.341-2(a) (2). 
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stock make a distribution before the 
realization of substantial income, is satisfied 
if in fact stock is sold or a distribution made 
or liquidation occurs before there has been 
a realization of substantial income. 


or 


Because the statute is so poorly drawn 
one assumes a heavy burden in trying to 
establish that it has any one meaning. Never- 
theless, in this instance it is submitted that 
the court the and, in 
doing, attributes much meaningless language 
to the Congress in enacting it in the form 
in it Thus, there was 
no need for the phrases “formed or availed 
“with a view to” if the Congressional 
intention was that a stockholder be taxed 
in the manner provided in Section 341 if 
the view had at the time of the taxable 
transaction was the controlling one. Obvi- 
ously, it is difficult plausibly to argue when 
stock is sold or property is distributed that 
the parties did not intend to do what they 
in fact did do. And if, in fact, substantial 
income has not been realized at that time, 
the taxable activity has occurred with a 
“view to” doing it prior to the realization 
of substantial income. But it is not neces- 
sary to belong to the school of statutory 
construction that if-this-is-what-is-meant- 
Congress-knew-how-to-say-it, mani- 
festly, Congressional draftsmen, just as other 


misreads section so 


which was enacted 


of” or 


because, 


draftsmen, sometimes state things in uneco- 
nomical ways. Rather, the proof of the po- 
sition that the court is incorrect in throwing 
doubt on the Treasury regulations in 
the language that was used. Section 341(b) 
stripped to its essence states that a c lapsi- 
ble corporation is one “formed or availed 
of principally for the manufacture ... with 
view to the sale or exchange of stock 

before the realization by the corpo- 
ration . of a substantial part of the tax- 
able income ” We think this literally 
means that a corporation is collapsible when 
utilized for the manufacture of property 
with a view to the sale, and so forth, before 
the corporate realization of a substantial 
part of the taxable income from the manu- 
factured property. 


1S 


a 


that the Treas- 
uncompromising 
in their broad interpretation of the statute, 
were drafted with full awareness of the 
implication of the effect of this interpre- 
tation. The regulations attempt to expand 
the coverage of this section by stating that 
although the view must be held during the 


s manifest 
notably 


Moreover, it 1 
ury regulations, 


construction, nevertheless “The requirement 
is satisfied whether such action was contem- 
plated, unconditionally, conditionally, or as 
a recognized possibility.” “ 


\s a practical 
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matter, if this provision of the regulations 
is valid it is the burden of the taxpayer to 
prove that at the time of construction it 
Was not even. a recognized possibility that 
a sale or exchange or other collapsible 
activity might occur. This is expanded in 
the next subparagraph of the regulations, 


where it is pointed out that if the sale, ex-. 


change or distribution is attributable solely 
to circumstances which arose after the 
manufacture, and so forth, “(other than 
circumstances which reasonably could be 
anticipated at the time of such manufacture 

.)” the corporation shall “in the absence 
of compelling facts to the contrary” be 
considered not to have been so formed or 
availed of. Example 3 of the regulations 
illustrates a situation for the application of 
this principal. In t.xample 3, stock is sold 
by a sole stockholder before substantial in- 
come is realized from a second collapsible 
asset (the first having been sold) due to the 
stockholder’s retiring from all business ac- 
tivity as a result of illness arising after the 
second building was completed. 


One of the very few published rulings of 
the Service of the past two years affords 
another example of the principle illustrated 
by Example 3 of the regulations, A corpo- 
ration finished construction of Wherry 
housing in 1956. After construction was 
completed, the Housing Act of 1956 was 
enacted. This act reflected, for the first 
time, government policy that the military 
should purchase Wherry housing from indi- 
viduals. It was held, on the assumption that 
there had been no intention to sell to indi- 
viduals, that the sale could be made tax free 
to the corporation under Section 337 of the 
1954 Code. Since passage of the Housing 
Act motivated the sale, the “view” could 
not have during the construction, 
and the corporation was not collapsible for 
the purposes of Section KS Y ied 


existed 


It is now painfully clear that the regu- 
lations earlier thought to have interpreted 
the statute too harshly appear by contrast 
to expressions of the courts to be a model 
of objectivity. 

While the Commissioner’s brief in the 
Glickman case did not, in so many words, 
suggest to the court that the regulations 
were invalid, the seed of the idea was effec- 
tively sown. Thus, the Commissioner’s brief 
“When must the requi- 
The statute 
broadest possible language: ‘availed of 
with a view to the sale’ of the stock. 
It contains no restrictive or limitation pro- 


states at page 26: 


site ‘view to’ exist? uses the 


visions relative to the period during which 
such ‘view’ must exist.” 

The brief continues that 
ration is formed it may be 
which the brief paraphrases as “employed 
or utilized” throughout its lifetime. The 
sweeping terms of the statute “read in the 
light of the underlying legislative intent, 
would seem to justify an interpretation that 
the requisite ‘view’ many [sic] exist at any 
time while the corporation is in existence 
; ” The brief concludes: “However, the 
Treasury Regulations adopt a narrower inter- 
pretation ... and hence one which is more 
liberal in favor of taxpayer... .” This, of 
course, is a not too subtle attack on the 
Treasury regulations which the court by 
dictum adopted in full. While this is not 
the time nor the place to go into the ethical 
and other philosophical iriplications of at- 
torncys in the Department of Justice effec- 
tively repudiating in court, for the purpose 
of winning a particular case, the Treasury 
regulations which were evolved over a long 
period of study by a number of people who 
devote a long period of study to a particular 
narrow field and which the Department of 
Justice on other occasions is fond of telling 
the courts have the “sanctity of law,” it is 
particularly disturbing when this is done by 
incorrectly paraphrasing the statute and 
obviously misinterpreting the Congressional 
purpose. Manifestly, if as the department's 
brief states, the statute can be read as say- 
ing “availed of with a view to... the 
sale,” the view may occur at any time prior 
to the sale, but if, as the statute in fact 
says, “availed of for the construction 

. with a view to . the sale,” quite the 
opposite conclusion is indicated. 


once a corpo- 
“availed” of, 


On the level of the Congressional purpose 
the initial committee reports mention only 
the one-shot motion picture corporation and 
similar activity in the building field. The 
reports mention the fact that corporations 
are formed to manufacture or produce such 
property and before the realization of “any” 
corporate income the corporation is “col- 
lapsed.” * In the context of this problem 
it is not surprising that Congress wrote a 
statute which requires that the collapsible 
view exist during construction. Indeed, the 
taxpayer's argument, rejected in Glickman, 
that the view must have occurred at the 
time construction begins, is not inconsistent 
with the legislative history or the statutory 
language. In keeping, however, with the 
authority of the Treasury Department to 
interpret tax:legislation through regulations, 
it can hardly be said that the Treasury's 





Note discussion of Rev. Rul. 58-241, I. R. B. 
1958-21, 20, below in text, dealing with the 
relationship of Sec. 337 to Sec. 341. 
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broader interpretation is unreasonable and 
inconsistent with the statute. On the other 
hand, it bears repetition that the view of the 
Department of Justice and the dictum of the 
court that the collapsible view may exist at 
any time up to and including the moment 
of the collapse does violence to the language 
of the statute and to the purpose of the 
Congress in enacting it. 


Taxpayers, within the framework of the 
regulations, have been ingenious in advanc- 
ing arguments to establish that the view to 
the sale, exchange or distribution occurred 
after the completion of construction. The 
courts have hardly resourceful 
in finding reasons not to accept the argu- 
ments. 


been less 
This suggests that the Treasury has 
not opened the door to tax avoidance in 
interpreting the statute as it has. See, for 
example, the Rechner, Payne and August 
cases, cited above 


Identity of the Collapsible Property 


A number of have considered the 
identity of the collapsible property. This 
problem arises under the 70 per cent limita- 
tion where if that percentage or less of the 
gain is attributable to collapsible property, 
taxation under Section 341 is avoided. For 
example, in Glickman, taxpayer argued that 
“the gains recognized on the cash distribu- 
tion and the sale of stock are not within 
Section 117(m) because at least 30 per cent 
of those gains attributable to appre- 
ciation on the value of the land ‘apart from 
building construction’.”. The court rejected 

stating: “This is far too 
narrow an interpretation of the statute to 
be accepted.” The court emphasized that 
the Tax Court had held that all 
of the gain was directly attributable to the 
constructed property, since “it was paid out 
of the funds advanced to Mott on the F. 
H. A. mortgage.” 


cases 


Was 


the contention, 


correctly 


The Service takes the position, admin- 
istratively, that an application for rezoning 
turns land into constructed property 
meaning of Section 341." It 
would have no difticulty, therefore, in hold- 
ing that land upon which a building had 
been constructed was part of the collapsible 
property. The rationale of Glickman is not 


Taw 
within the 


clear in light of the emphasis placed on the 
funds for the distribution 
to the stockholders and for redemption of 
the stock. The behind the loan 
that was the source of the distribution was 
undoubtedly the entire that is, 


source of cash 


collateral 


property, 


Rev. Rul. 56-137, 1956-1 CB 178. 
* Regs. 111, Sec. 29.117-11(e). 
example is contained 
Sec. 341. 


The identical 
in the regulations under 
See Regs. Sec. 1.341-5(d) (1). 


Federal Tax Conference 


land and improvements, but this hardly 
answers the question whether the gain is 
attributable to constructed property. 


The same problem arose in Burge v. Com- 
missioner, cited above. The argument was 
rejected by the court on the ground that 
Example 1 of the Treasury regulations ” 
treat as collapsible a distribution out of 
excess mortgage proceeds on the ground 
that the distribution is “attributable to the 
building constructed by the corporation.” 
The court justified the regulations on the 
ground that without the construction of the 
property there would have 
struction loan and, therefore, “no 
therein to be distributed to shareholders of 
the corporation.” ” 


The Tax Court in the short period of 
two years has thus made a 180-degree turn 
from its analysis in Weaver and Wilson, 
both cited above, where the ‘penalized 
source” for the purposes of the 70 per cent 
limitation was only the appreciation in the 
houses directly due to their construction to 
the exclusion of “over-appraisal, inclusion, 
or increase in value of nonconstruction 
items, or rezoning or full occupancy.” 
(25 TC at p. 1085.) The next Tax Court 
decision, Burge v. Commissioner, reviewed 
by the court, dismissed with- 
out dissent as “not governing here.” The 
reason given was that in Weaver and Wu- 
yon the Commissioner, who had the burden 
of proof, had not shown that 70 per cent 
of the gain was attributable to the property 
constructed. But m Burge, the 
had the burden, established that the 
stemmed from mortgage pro- 
ceeds and the court, directly contrary to its 
opinion in Weaver, held that such distribu- 
tion “attributable to” the property 
constructed. 


been no con- 


excess 


those cases 


taxpayer, 
who 


gain excess 


was 


Abbott in a 
There, a corporation in 


The same problem arose in 
different context. 
effect “packaged” a tract of land by secur- 
ing municipal approval, financing and road 
Apparently before the contracts 
executed the corporation dis- 

and the stockholders carried out 
the commitments through an escrow that 
had been established prior to liquidation. 
Che Court of Appeals tor the Third Circuit 
adopted the Tax Court’s “reasoned opinion” 
in answering the contention that the stock- 


contracts. 
were Was 


solved, 


holders and not the corporation constructed 
The 
the commitments were made by 
stockholders 


the property. relies on the 
that 


the corporation and that the 


opinion 
tact 


** Similar arguments were made by the tax- 
payers and rejected in August v. Commissioner 
and Payne v. Commissioner, cited in text 
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were in a position to make the agreements 
as individuals because they controlled the 
corporation. The conclusion which this 
reasoning requires is that to give meaning 
to the statute it is necessary to say that the 
construction which the corporation con- 
tracted for and did not remain in existence 
to see carried out will be attributable to it. 
This is, of course, a different position than 
that taken by the Service administratively, 
that contracts with respect to land actually 
amount to construction. Neither line of 
reasoning, of course, gives any comfort to 
taxpayers. 


The lesson of Abbott is that construction 
begins, for the purposes of Section 341, be- 
fore one might ordinarily think that it does. 
It is not surprising that it also apparently 
continues than one might 
For the purpose of the view-to-collapse 
requirement, discussed above, as adopted 
by the regulations, it is necessary for the 
court to determine when the construction 
is completed. In Weil v. Commissioner, 
cited above, apparently everything had been 
completed on a shopping center except the 
paving of a parking lot and the building 
of a retcining wall. The taxpayer argued 
that this the earliest time he had the 
intent to sell stock and, because the prop- 
erty had been completed, Section 117(m) 
was not applicable. The Tax Court held 
that the project was not completed when 
the retaining wall and parking lot remained 
unfinished. Its reasoning, curiously, was 
that the time of completion was the period 
when the constructed property could begin 
to earn substantial income. This nicely 
disposed of the question before the court; 
but, query, what would be its position when 
the nature of the construction was such 
that income could begin to be earned long 
before the project was completed? For 
example, if the collapsible property is a 
number of apartment houses which, under 


longer assume. 


Was 


the Service’s unit or integrated project rule, 


collapsible property,” and the 
first apartments are finished and fully rented 
before the last even begun, the 
court’s rationale might require the conclu- 
sion that the project was completed when 
the first income Obvi- 
ously, this is not a necessary reading of 
Section 341 and, in light of the decisions, it 
would be one hardly to be anticipated. 

In Glickmen the taxpayers had argued 
that the construction was “substantially” 
completed by “December 7, 1949, when the 
municipal authorities issued their final cer- 
tification of occupancy.” The court stated, 
however, the correct interpretation of the 


is a single 


ones are 


began to be earned. 


statute is that “construction” should be 
defined “technically to mean all construc- 
tion required to perform the contract com- 
pletely.” It continued that concededly 
something remained to be done after Janu- 
ary 1 to complete the building as required 
by the contract. It pointed out that final 
inspection by FHA inspector was not made 
until January 17, 1950. 


It is difficult to quarrel with an inter- 
pretation of “construction” as meaning “all 
construction.” This is particularly so when 
the effect of an earlier completion of con- 
struction date would probably result only 
in the trier of facts finding an earlier col- 
lapsible intent. Moreover, the conclusion is 
buttressed by the provision of Section 341 
(b)(3) that, for the purpose of determining 
the three-year holding period specified in 
341(b)(3), the period will not be “deemed 
to begin before the completion of the manu- 
facture, construction, production or pur- 
chase.” (Italics supplied.) Since, as em- 
phasized earlier, the view required by 341 
(b) can be interpreted, consistent with the 
Congressional purpose and_ the 
utilized, to mean the beginning of manufac 
ture, construction or production, once the 
decision is made that the view exist 
at any time during manufacture, construc- 
tion or production, it is not surprising that 
it should be finally be held to be a timely 
view if held at any tyme before the last part 
of construction is completed, no matter 
how inconsequential the unfinished por- 
tion is. 

The more important problem from a 
practical point of view is what kinds of 
improvements can be made to initially com- 
pleted property without beginning a whole 
new three-year period and a new period 
during which the collapsible view must co- 
incide. For example, in Glickman the court 
emphasized that all 
by the “contract” is 
word “construction.” Suppose, however, 
that an apartment been com- 
pleted for several years, so far as the work 
specified in the initial contract is concerned. 
At that point management decides that the 
initial landscaping was poorly done and lets 
a new contract for landscaping, 
it lets no contract but, 
the landscaping to be done through its own 
officers or employees. 


language 


can 


construction required 
included within the 


center has 


or perhaps 


nevertheless, causes 


Obviously, there are a myriad of factual 
possibilities. It would be difficult, if not 
impossible, to answer any of these questions 
from the decided cases. Informally, how- 
ever, the Service has taken the position that 
the three-year period and the collapsible 





* Axelrad, article cited at footnote 1, at p. 860. 
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eee 


view is measured by the completion of the 
initial construction, and any subsequent 
changes are to be judged from the point of 
view of whether the asset has been ma- 
terially changed with particular relationship 
to its ability to earn income. If the asset 
is a motion picture theatre, for example, 
and it is remodeled to add a large screen 
in order to keep up with modern motion 
picture technology, presumably a new asset 
has not been constructed. If seats are re- 
placed, or even additional ones installed, 
probably the same results. But if the wall 
to the next-door building is knocked out 
and its seating capacity doubled, it is very 
probable that the administrative view would 
be that there is a new period of construc- 
tion for all purposes of Section 341. 


Relationship of Sections 333 and 337 
to Section 341 

During the past vear published rulings 

been issued dealing with the relation- 

ship of Section 341 to Sections 333 and 
337 of the 1954 Code. It should be ob- 
served that although Section 333 is not 
available to “a collapsible corporation to 
which Section 341(a) applies,” the corre- 
sponding provision of Section 337 is that it 
will not apply to “a collapsible corporation 
as defined in Section 341(b).” 


Chis apparently casual difference in lan- 
guage has led to substantial differences in 
results. Revenue Ruling 57-491, 1957-2 CB 
232, involved a corporation which had ac- 
quired real estate greatly appreciated in 
value prior to the tax free transfer to it 
under Section 351 in 1956. The majority 
of this property had been acquired by the 
predecessor partnership by purchase in 
1950. In 1957 the shareholders wish to 
take advantage of Section 333 in order to 
effectuate a tax free liquidation, so that 
business could again be conducted as a part- 
nership. It was emphasized that for the 
three-year period immediately preceding th« 
liquidation, “neither the partnership nor the 
corporation, directly or indirectly, had re 
zoned, subdivided, or improved the prop- 
erty.” The ruling held that under Section 
341(b)(3), the three-year period includes 
the period held by a transferor.” It then 


By reference to 1954 Code Sec. 1223. 

* The ruling does not mention that the three- 
year holding period permits tacking under Sec. 
1223 in connection with ‘“‘this paragraph." The 
reference is apparently to Sec. 341(b)(3), ‘‘Sec- 
tion 341 Assets'’ which is enumerated property 
‘held for a period of less than 3 years.’" The 
jump from 341(b)(3) to 341(d)(3) where no 
such tacking is discussed is not easily accom- 
plished under the statutory language, but 
reaches a sensible result. 

5If the rule were otherwise, Sec. 333, by 
its terms, could be utilized, because only 80 
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concluded that the three-year limitation, as 
provided in Section 341(d)(3), was satis- 
fied™ so that the shareholders’ gain was 
not taxable under 341(a). Accordingly, the 
parenthetical exclusion from Section 333, 
“other than a collapsible corporation to 
which Section 341(a) applies,” was avoided 

The treatment of the relationship of Sec- 
tion 333 to situations covered by the (d)(3) 
limitation of Section 341 is in accord with 
the clear statutory language and reaches a 
proper result. A much more troublesome 
situation is presented by the relationship of 
Section 333 to Section 341(d)(1)—the 5 per 
cent limitation. If a collapsible corporation 
has 18 5-per-cent stockholders and one 10- 
per-cent one, presumably because the one 
10-per-cent stockhoider will be taxed under 
Section 341(a), the 18 will be denied the 
Since the purpose 
in providing that Section 333 shall not be 
applicable to corporations to which 341(a) 


benefits of Section 333.% 


is applicable is to prevent the avoidance of 
the impact ~ Section 341, it of course does 

serve this purpose as to stockholders 
not covered by Section 341. 


22 
section JO 


a4 


dealing with tax free sales 
of certain liquidating corporations is another 
section not available to collapsible corpora- 
tions. Revenue Ruling 58-241, I. R. B. 
1958-21, 20, explains the relationship of this 
section to Section 341. The ruling states that 
Treasury Regulations Section 1.337-1 adopts 
as a test that Section 337 does not apply to 
a sale or exchange where if the property 
instead had been distributed to shareholders 
in complete or, partial liquidation the dis- 
tribution would have resulted in ordinary 
income under Section 341, “but without ap- 
plication of the limitation provisions of 
Section 341(d)” because such corporation is 
a collapsible one as defined in Section 341 
(b), which is the statutory test (Section 337 
(c)(1)(A)). 

The ruling next points out, as we earlier 
suggested should be the interpretation,” 
that if a corporation sells property, expect- 
ing to take advantage of Section 337, but 
cannot meet the test outlined above in the 
regulations, the corporation would realize 
all of its taxable income” and would no 
longer be collapsible, with the result that 


per cent of the total combined voting power 
is necessary to invoke the section. See 1954 
Code Sec. 333(a) and (c) 
** Axelrad, article cited at footnote 1, at pp. 
870-871 
* This illustration of the realization of 100 
per cent of the corporation's taxable gain 
through a corporate sale should not be inter- 
preted as requiring 100 per cent realization 
before Sec. 337 can be utilized in this manner. 
The principles enunciated by the ruling require 
the conclusion that a taxable sale in the corpo- 
(Continued on following page) 


901 





the shareholders’ gain, if any, on liquidation 
would be capital gain. The use of Section 
337 as a hedge against Section 341, there- 
fore, has the official blessing of a 
published ruling, which should permit of 
some sound tax planning by even timorous 
counsel. 


now 


Not satisfied with explaining the relation- 
ship of Section 337 to Section 341, the rul- 
ing ventures to give a reason for the 
relationship. The reason, we are told by 
the ruling, for the exclusion of Section-341- 
defined corporations from the use of 337 is 
to “prevent the existence of a loophole 
through which a collapsible corporation 
could escape tax on the sale of its property, 
yet have the shareholders pay the tax on 
their liquidation gain at long term capital 
gain rates.” If this is the purpose,” Sec- 
tion 337 should not be precluded where the 
limitations in 341(d) result in the nonappli- 
cation of Section 341(a). In this respect the 
policy behind Sections 337 and 333 is the 
same, and the diverse results suggested by 
the language of Section 337, obviously 
drafted without a thorough understanding 
of Section 341, should be corrected by 
perhaps amendment of the regulations, but 
more probably by legislation. 


SECTION 341(d)—THE LIMITATIONS 


The 5 per cent stock ownership rule, the 
70 per cent rule, and the three-year rule 
take on increasing significance in view of 
the inherent uncertainties in applying the 
definition of collapsible corporation in Sec- 
tion 341(b), particularly in view of the ju- 
dicial interpretations during the past year 
outlined above, with respect to the meaning 
of “substantial part” and the period when 
the “view” must exist. But the develop- 
ments of the un- 
fortunately brought difficulties in applying 


past two years have 


these subsections, too. 
Five Per Cent Rule 


The 5 


tively 


rela- 
simple. 


remains 
from 
The only development has been the decision 
in Butler v. Patterson, 57-1 ustc ¥ 9459, 148 
F. Supp. 197 (DC Ala.). The district 


still 
although far 


per cent rule 


precise 


court’s opinion in that case is a refreshing 
example of preciseness in the collapsible 
field usually typified by extensive finding 
of fact and generally long and often con- 
fusing opinions. Apparently the parties 
were in agreement that the corporation was 
collapsible. The sole question for decision 
was whether H. A. Butler, who owned 5 
per cent of the stock, came within the 
exclusion of Section 117(m)(3)(A). The 
problem arose because Butler and W. A. 
Cobbs were partners and W,. A. Cobbs and 
John Cobbs were brothers, but not partners 
W. A. Cobbs owned 5 per cent of the stock 
and John Cobbs owned 63% per cent. 


Although Butler constructively owned his 
partner's 5 per cent, and Butler’s partner 
constructively owned his brother’s 634 per 
cent, the 634 per cent could not be attri- 
buted first to W. A. Cobbs and then to 
Butler. Hence, Butler owned (directly and 
constructively ) only 10 per cent. However, 
Butler owned directly 5 per cent, which, in 
the words of Section 117(m)(3)(A)(ii),” 
“was considered as owned by another 
shareholder [W. A. Cobbs, his partner] 
who then owned or was considered as own- 
ing more than 10%” (that is, his own 5 per 
cent and his brother's 6% per cent). Ac 
cordingly, Butler could not himself 
of the limitation. 


avail 


The case correctly interprets Section 117 
(m)(3)(A). It is interesting to note that the 
result of subdivision (ii) is that it in effect 
overrides the prohibition against attributing 
ownership twice in Section 503(a)(5), incor- 
porated by reference in Section 117(m)(3) 
because Section 117(m)(3)(A)(ii) so pro 
vides 


Seventy Per Cent Rule 


cent limitation, as we sug- 
gested in 1956, depends in many cases for 
its application on determining whether as- 
have earned a “substantial part’? and, 
therefore, its use is seriously curtailed be 
cause of the interpretive problem discussed 
in connection with the meaning of ‘ 
tial part.” 


The 70 per 


sets 


‘substan- 


A problem that has arisen during the last 
two years, although there has been no deci- 
sion or ruling concerning it, should be men 





(Footnote 27 continued) 
ration that results in realization of substantial 
income is sufficient to eliminate Sec. 341. The 
illustration utilized is apparently an example 
of how cautious the Service is about any pub- 
lished indication of the meaning of ‘‘substantial 
part.’ See discussion in text, above. 

*It is, only if one assumes that nontaxable 
gain under Sec. 337 nevertheless results in the 
realization of taxable income within the mean- 
ing of Sec. 341. It would have been more 
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logical to have amended Sec. 341 to obivate this 
possibility of escape from tax through a play 
on the words ‘‘realize’’ as against ‘“‘recognize 
and give collapsible corporations the conven- 
ience of Sec. 337 where the corporation's prop- 
erty is to be sold. 

* The exact provision was contained in 1954 
Code Sec. 341(d)(1)(B), except that 10 per cent 
was changed to 5 per cent. 

* 1954 Code Sec. 341(d). 
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tioned because of its importance. The problem 
is: What is the “property,” as used in Sec- 
tion 341(d)(2), where the assets in the par- 
ticular with respect to which 
Section 341(d)(2) is being relied upon con- 
stock in more 
which are themselves collapsible corpora- 
defined in (b)(2) but if gain on 
their stock were the issue, 341(a) would not 
be applicable because of (d)(2). 


corporation 


sist of one or corporations 


trons as 


rhe problem arises because the definition 
in (b)(2) includes a corporation availed of 
“for the holding of stock in a corporation 
so formed or availed of, with a view to” the 
sale of stock, and so forth, before the real- 
ization of a substantial part of the taxable 
income. The question which these subsec- 
tions pose is whether the “property” for the 
purposes of (d)(2) is the stock in the collap- 
would 
(d)(2), or is the parent 
corporation’s pro-rata share of the subsidi- 


sible subsidiarics, in which case there 


be no relief under 
aries’ collapsible and noncollapsible assets, 
in which case the percentage requirements 
of (d)(2) could be met in some situations 


\ simple example may be of assistance. 
Suppose Corporation A only 
all of the stock of Corporation B 


owns, as its 
asset, 
Corporation B has two groups of assets: 
noncollapsible assets with an unrealized ap 
preciation of $100,000, and a manufactured 
collapsible asset with ] 


$50,000, 


an unrealized gain of 


On a sale of the stock of Corporation B, 
the 70 per cent rule clearly applies. 

But on a sale of the stock of Corporation 
A, all of the gain is “attributable to” the 
appreciation in the stock of Corporation B. 
If that stock is the “property” referred to in 
(d)(2), 100 per cent of the gain is “attrib- 
utable” to it, and the limitation is unavailable 


lf, on the other hand, the “property” re- 
ferred to is the manufactured collapsible 
asset, by looking through both corporations 
it appears that only one third of the gain is 
“attributable” to it, and the limitation applies 


While it is not sensible to be dogmatic on 
the basis of the statute, the logical result 
would permit the subsidiaries’ assets to be 
marshaled along with the parent corpora- 
tion’s on the collapsible and noncollapsible 
side of the equation for purposes of (d)(2) 
lo conclude otherwise would result in the 
holding company clause in (b)(1) 
to elminate 


designed 
avoidance of Section 341—pre- 
(d)(2) limitation 
subsidiaries 


venting the use of the 
which come 
(b)(1) is 
held, but where if the assets of the subsid 


where stock of 


within the technical definition of 
1954 Code Sec. 341(e) (5) (A) 
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were held directly by the 
(d)(2) would apply. 


iaries parent, 


Informally, the Service has suggested that 
stock in a collapsible corporation is “the 
property” within the (d)(2) 
But “the property” in that subsection refers 
to the “manufacture, construction or produc- 
[or] purchase” in 341(b)(1), 
which is followed by the clause “or for the 
holding of stock in a corporation so formed 


meaning of 


tion 


suggests that 
the subsid- 
ascertain the nature and amount of 


or availed of.” This language 
one then looks to the assets of 
iaries to 


the described “property.” 


This problem has probably been solved in 
part, but perhaps ina:lvertently, by 
subsection (e). Stock of 
would result in capital gain to Corporation 


large 
Corporation B 


\ if sold or exchanged by it tor the reason 
that (d)(2) is applicable on the example, 
above, to take the sale out of 341(a). \c- 
cordingly, B’s stock in A’s hands is not a 
subsection (e) because since 341(a) 


asset, 


is not applicable because of (d)(2), the sale 
would not result in gain 
of this chapter” 


treated as gain from the sal 


“under 
which is 
€ xchange 


or exchange 
any provision 
e of 
of property which is neither a capital asset 


nor property described in 1231(b).* 
There is an equally important problem re- 


lating to (d)(2) disclosed by the 
of the past two vears which subsection (e) 


experience 


does not solve. The problem concerns the 
“attributable to” language of 341(d)(2) which 
is deceptively simple. The difficulty arises 
from the fact the subsection 
tions. When a stockholder sells his shares 
in a corporation, his gain is “attributable” 


to the stock not to the underlying assets 


When the stockholder, 
original incorporator, and has held his stock 
from the inception, it is not too difficult to 
consider that his “gain” 


deals in fic- 


however, 1s an 


on a dissolution of 
the corporation comes from the same sources 
as the “gain” of the corporation (considered 
on an appraisal basis). 

If, instead of dissolving, he sells his stock, 
the concept is slightly more difficult. Values 
are so much a matter of opinion that the 
buyer asset at a 
He may 
intangibles as 


may be considering one 
high value, another at a low value. 
weight to such 


“oome concern value” and 


be giving 
“good will.” 


But, again, it is not too difficult to assume 
that the problem can be solved in most cases 
by tracing the corporate “gain” (on an ap 
praisal basis) to its source. 


Yet, even with that assumption the prob- 
lem is not free from difficulty. In a corpora- 





"See discussion of subsec. (e) in Pt. II 
of this article. 





tion that has been in existence some years, 
and has engaged in various ventures, it will 
be far from simple to determine the ‘ 
of its gains. 


‘source” 


The appreciation in value of the collapsi- 
ble asset is merely a matter of appraisal. 
But how about the earnings that have been 
received? If the corporation is involved in 
two or more enterprises at any time, only 
one of which concerns a collapsible asset, 
overhead must be allocated between them. 
Whether dividends have been paid from the 
profits of the collapsible or the noncollapsi- 
ble enterprise must be determined in some 
wise.” 


The regulations ™ say simply that the gain 
attributable to the collapsible property is the 
excess of the total gain over the gain which 
would have been recognized had the collapsi- 
ble asset not been manufactured, constructed, 
produced or purchased. 


It is doubtful that any better test could be 
devised to meet the requirements of the stat- 
ute. But this brings us into a never-never 
land. How far do we trace the consequences 
of the construction? If the property had not 
been constructed, would the officers never 
theless have drawn their salaries? Suppose 
the property has provided some return to the 
corporation. The cash has been invested in 
the recently rising stock market, resulting in 
substantial appreciation in the values of the 
securities purchased. Must we say that if 
the property had not been constructed, there 
would have been no proceeds to invest and, 
therefore, the appreciation is to be eliminated 
along with the collapsible property? Or shall 
we conform to the reality that the apprecia- 
tion is not, in any real sense, “attributable” 
to the collapsible property and assume that 
the stock would have been purchased from 
some source, whether or not the collapsible 
asset had been constructed? 


There is no need to search for examples. 
It is apparent that the application of the rule 
of the statute will, in anything but the sim- 
plest case, require an analysis’ by a skilled 
cost accountant who is willing to extend his 
breakdown far beyond the limits usually as- 
signed to him. 


These questions are only the beginning. 
They assume a shareholder who has held his 
stock from the inception of the corporation. 


The iest of the regulations seems to break 
down completely when it is sought to apply 
it to a shareholder who comes into the cor- 
poration after the collapsible asset (or as- 
sets) has been constructed. The second 
investor obviously must pay a price for his 


stock which reflects to some degree the ap- 
preciated value of the collapsible asset. 

If the corporation is thereafter dissolved 
or its stock sold, how do we apply the test 
of the regulations? We know the “gain” the 
second investor actually realizes. But what 
would have been his gain if the collapsible 
asset had not been manufactured? 

Let us assume a simple case. A incorpo- 
rates Corporation X, paying in $500,000 for 
5,000 shares of its stock. Corporation X pro- 
duces a motion picture, which has a value of 
$1,100,000. Now B buys from Corporation X 
5,000 of its shares for, say, $1,000,000 in cash 

If Corporation X earns $60,000 through 
investment of its cash, and then dissolves, 
A gets $530,000 cash and a half interest 
(worth $550,000) in the picture. He has a 
gain of $580,000. B gets $530,000 cash and 
a half interest in the picture. 
of $80,000. 

Common sense would tell us that not less 
than $30,000 of B’s $80,000 gain is “attrib- 
utable” to the investment income; and that 
the great bulk of A’s gain is “attributable” 
to the picture. But had the picture not been 
produced, the corporation would have had 
$1,560,000 in cash ($500,000 from A and 
$1,000,000 from B and the $60,000 earnings). 
Each would have received $780,000—A having 
a gain of $280,000 and B a loss of $220,000 

The excess of A’s actual gain over what 
he would have had is $300,000. The excess 
of B’s actual gain ($80,000) over what he 
would have had (a $220,000) is 
$300,000. 

Shall we then say that only $300,000 of 
A’s $580,000 gain is attributable to the pic- 
ture, so that (d)(2) exempts him from the 
impact of the statute, while all of B’s $80,000 
gain is attributable to the picture, so that he 
must pay ordinary income tax? 


He has a gain 


loss of 


This is patently absurd; yet it literally 
applies the test of the regulations. Wherein 
lies the fallacy? 

Shall we enter the realm of speculation 
and say that if the picture had not been 
made, B would not have paid $1,000,000 for 
his stock? This is clearly true, but now we 
are building hypothesis on hypothesis to de- 
termine the tax. 

Shall we close the books each time a new 
shareholder appears, and determine what 
portion of the “gain” accrues after that date? 
And what shall we do with the “gain” result- 
ing from his making a favorable purchase? 

If so, it is submitted that most of the 
gain,” in all but the simplest cases, will 
usually disappear in accountant’s fees. 





* See Axelrad, article cited at footnote 1, at 
p. 867. 
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On this subject we have no assistance 
from statute, regulations or rulings. All is 
speculation. The subject is suggested here 
because it affords such an excellent example 
of an apparently clear and simple statement 
in the statute that is utterly impossible to 
apply to any but the very simplest situation. 
The draftsman apparently had in mind the 
one-asset corporation and used language that 
could be applied to it but, at the same time, 
extended the coverage of the statute to much 
more complex situations in which attempts 
to apply the statutory language can lead only 
to baftlement and bewilderment. 


Three-Year Rule 


The simple 


derstandable 


apparently readily un- 
language of (d)(3), that 341 
(a) does not apply “to gain realized after 
the expiration of three years following the 
completion of such manufacture, construc- 
tion, production, or purchase,” on the basis 
of the experience of the last two years turns 
out to be simple. That language 
is not only not readily understandable, it 
is simply incomprehensible when applied to 


and 


merely 


anything more than a one-asset collapsible 


corporation 


If the single asset which causes the cor- 
poration to be within the definition in 341(b) 
is more than three vears old, all of the gain 
is literally realized “after” the expiration of 
three years, and (d)(3) applies. 

If. however, there are two unrelated col- 
lapsible assets, one two years old, and the 
four, all of the gain is realized after 
of both two years and four 


other 
the expiration 
years, and (d) (3) is literally applicable and 
is just as literally inapplicable. 


The regulations anticipated this problem 
by providing that (d)(3) “shall not apply 
to that portion of the gain of a shareholder 
that is realized more than three years after 

.. [completion of the collapsible property] 
to which such portion is attributable.” * 
By referring to “that portion” of the gain 
“attributable,” the regulations under (d)(3) 
statutory (d)(2) 
and, in so doing, resolve the statutory am 
biguity in the example above. 


borrow the language of 


But if situation where a 
corporation 


is four years old and also has produced one 


we assume a 
has produced an asset which 
which is only one year old (there being no 
substantial income realized with respect to 
either), and also owns some noncollapsible 
assets, the incongruous possibility 
that while the “portion” of the gain attribut- 
able to the old asset will be taxed at capital 
gain rates, not only the “portion” attribut- 


arises 





Sec. 1.341-4(4). 


* Regs 
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able to the second asset, but also that 
attributable to the noncollapsible assets will 


be taxed as ordinary income. 


If, as in our first example, there is but one 
collapsible asset, and it is three years old, 
then, on the literal language of Section 341 
(d)(3), the entire gain is realized “after the 
expiration of 3 years following the comple- 
tion of such manufacture, construction, pro- 
duction or purchase.” This is true even 
where there are noncollapsible assets—for 
example, listed securities which have been 
held only for a year, because the gain on 
the sale of the stock in the collapsible cor- 
poration or on the corporation’s liquidation 
will be realized after the expiration of three 
years following the completion “of such 
manufacture.” The phrase, “such manufac- 
ture, construction, production or purchase” 
seems obviously to refer to the definition in 
Section 341(b)(3). In our hypothetical case, 
interpreting Section 341(d)(3) as we do, 
the entire gain even on the noncollapsible 
assets held one year or less is realized more 
than three years following the completion of 
the collapsible asset. It is our understanding 
that the Service has issued unpublished let- 
ter rulings reaching this result. The sug- 
gested reading of the statute gives full 
meaning to its literal language and, in addi- 
tion, reaches a practical result. 


3ut the regulations, unfortunately, do 
nothing to give a practical solution to the 
situation which will probably be present in 
many that is, the existence of non- 
collapsible assets as well as two or more 
collapsible ones. This results from the cir- 
cumstances {1) that Congress drafted 341 
(d)(3) with the existence of only one col- 
lapsible asset in mind, and (2) although 
under the regulations one is instructed to 
prorate between collapsible assets more 
than three years old and those than 
three years old, nothing is said about the 
noncollapsible assets. For example: motion 
picture A (four years old), motion picture 
B (two years old), securities (held three 
and one-half and cash and other 
securities (held six months). The securities 
held three and one-half years, and the cash 
and securities held six months, result in gain 
realized both more than three years after 
the completion of a collapsible asset (mo- 
tion picture A) and less than three years 
after the completion of a collapsible ‘asset 
(motion picture B) 


cases, 


less 


years) 


But this is only the beginning of the 
complexities which stem from interpreting 


the three-year rule. Because of the at- 


tribution language of the regulations, all of 
the problems suggested under the 70 per 


905 





cent limitation, described above, are in- 
herent in applying (d)(3). For example, if 
the earnings or excess mortgage proceeds 
or depreciation reserve stemming from a 
collapsible asset more than three years old 
are invested in noncollapsible assets in a 
corporation which has also constructed an- 
other collapsible asset less than three years 
old, are the noncollapsible assets which can 
be traced to the more-than-three-year-old 
asset to be treated under the attribution rule 
of the regulations as if they were the prop- 
erty more than three years old? Logically, 
the Treasury can hardly take the position 
that income from a collapsible asset for the 
purposes ot the 70 per cent limitation is on 
the collapsible side of the equation but that, 
for the purposes of the three-year-old rule, 
the gain for the purposes of the three-year 
rule is not “attributable” to the property 
more than three years old. 

In cases where the problems such as we 
are discussing arise (and these problems 
will arise in the overwhelming majority of 
situations) the taxpayer will often be able 
to come within either the 70 per cent rule 
or the three-year rule, depending on how 
broadly or how narrowly the Service applies 
tracing principles discussed above in con- 
nection with the 70 per cent limitation. 
It is only if the Treasury should take the 
indefensible position that the word “at- 
tributable "has an entirely different meaning 
in (d)(2) than it has in (d)(3) that the 
taxpayer may find that in many cases he is 
without relief under either section. 

But even with a consistent interpretation 
of both sections, (d)(3) will in some cases, 
unless 
particularly where noncollapsible assets are 
owned by a corporation which has col- 
lapsible assets less than three years old and 


atuended, reach incongruous results, 


where the noncollapsible assets may not be 
said to be “attributable” to a collapsible 
asset more than three years old. This is an 
unfair result which the Service could, but 
probably will not, resolve by interpretation. 
Clarifying legislation is, therefore, also de- 
sirable in connection with this provision. 


1958 COLLAPSIBLE ‘‘LOOPHOLE"’ 


It will be recalled that the first collapsible 
provision was enacted in 1950. In the same 


Revenue Act, the predecessor of Section 
333 was enacted as Section 112(b)(7) ot 
the 1939 Code, but without excluding Sec 
tion 117(m) corporations. This permitted 
nonrecognition results with respect to a 
corporation which qualified under Section 
112(b)(7). Theretore, notwithstanding that 
it was a collapsible corporation, there was 
by definition nothing that 117(m) could 
convert to ordinary income. As 
in 1956™ this provided a_ sizeable 
hatch from 117(m) which was not 
until the 1954 Code was adopted 


discussed 
escape 


closed 


In 1958, the wheel made another full turn 
Congress has created another escape from 
Section 341 of significant proportions, This 
arises as a result of the enactment ot 
Section 64 of the Technical Amendments 
Act of 1958, which adds the widely pub 
licized new Subchapter S to the Internal 
Revenue Code. Subchapter S entitled “Elec 
tion of Certain Small Business Corporations 
as to Taxable Status,” contains Sections 
1371 through 1377. It permits the stock- 
holders of corporations which meet the 
numerous technical provisions to pick up 
the corporate income and losses in their in- 
dividual returns so that the corporation is 
not itself a taxable entity, in a manner 
analogous to the partnership provisions. 


Although this is not the place in which 
to consider in detail provisions of Sub 
chapter S, it should be pointed out, for 
purpose of illustrating the magnitude of the 
impact of this Subchapter S on Section 341, 
that the title “Small Business Corporations” 
is a misnomer and that if the requirements 
of the statute are met (none of which have 
any direct bearing on the size of the cor 
poration), it applies to corporations no 
matter how large they are in terms of capi- 
tal, earnings or other indicia of 
contrasted with “small” business. 


“big” as 


If the stock ownership, source of income 
and election requirements are met, the tax 
able income of the electing small business 
corporation is included in the gross income 
of the shareholders, whether distributed or 
not, but is not taxed to the corporation.” 
While, generally, income is treated as ordi- 
nary in the 


returns of the shareholders, 


without retention of any special character 
istics it may have had in the hands of the 





% Axelrad, article cited at footnote 1, at pp. 
869-870 

7 Among the requirements are that the corpo- 
ration be a domestic one, not a member of an 
affiliated group, that there be ten or less 
stockholders, all of whom must be individuals 
(other than estates), none of whom can be 
nonresident aliens; that there be one class of 
stock: that there has been a timely election by 
the corporation unanimously consented to by 
the stockholders; that the corporation not 
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derive more than 80 per cent of its gross re- 
ceipts from sources outside the United States: 
that the corporation must not have more than 
20 per cent of its gross receipts from personal 
holding company sources, but apparently with- 
out the exceptions (see 1954 Code Sec. 543 
(a)(7)) contained in the personal holding com- 
pany provisions, such as where rents consist of 
50 per cent or more of the gross income. (1954 
Code Secs. 1371 and 1372.) 
38 1954 Code Sec. 1373. 
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corporation, long-term capital gains are 
expressly excepted from this general rule. 
(1954 Code Section 1375(a).) This capital 
gain “pass through” permits a shareholder 
to treat as long term capital gain that por- 
tion of any amount of the corporation’s 
earnings includable in his gross income 
(whether distributed or not) which repre- 
sents his pro-rata share of the net long-term 
capital gain over net short-term capital loss 
for the corporation’s taxable year 


Under 
“net share” 
for prior years 
dividend 
will 
stock in the small business corporation and, 
to the extent that it will 
presumably be subject to the provisions of 
Section 301(c)(3) of the 1954 Code.” But 
income required to be included in the gross 
which is undis- 
provided in 1373(b), 
increases of the shareholders’ stock 
in the electing small business corporation, 
as provided in Section 1376(a) 


1375(d) a shareholder's 
of undistributed taxable income 
may be distributed free of 

Such a distribution 
shareholder’s 


Section 


consequence. 
reduce the basis of the 


exceeds basis, 


income of a shareholder 
tributed, as 


basis 


Section 


The effect of these provisions for the 
purpose for which 
sidered here, then, is 
term capital 


losses of a Subchapter Ss corpora- 


they are being con- 
that the net long- 
gains over net short-term 
capital 
tion is taxed to shareholders pro rata, 
whether distributed or not. If not dis- 
tributed, the basis of the shareholders’ 
stock in the corporation is increased “by 
the amount required to be included in gross 
income” (Section 1376(b)) and, if dis- 
tributed, basis is decreased as a distribution 
which is not a dividend under Section 


1375(d). 


Although it bears repetition that this de- 
scription of the operation of Subchapter S 
is anything but comprehensive, it will 
suffice to show the relationship to Section 
341. As a result of these provisions, it 
would appear that in any situation where a 
collapsible corporation require- 
ments of Subchapter S (and there are none 
that exclude collapsible 
such), it those of 
assets that are capital assets, with a single 


meets the 


corporations as 
may sell its collapsible 


gain to its shareholders. This is 


result which Section 341(e), dis- 


capital 

the very 
cussed below, was enacted to permit, but 
only under the most restricted circum- 
stances. Under Subchapter S, however, this 
can only be accomplished with respect to a 
transaction which qualifies as a sale of a 


capital asset. It is not possible, moreover, 
through the use of Subchapter S to receive 
a stepped-up basis in a taxable “in kind” 
liquidation, nor as we below, is it 
under Section 341 (e). 


show 


It is not possible, either, to secure capital 
gain through the stock in a Sub- 
chapter S corporation. This result, however, 
can be obtained by selling the collapsible- 
capital asset at the corporate level, which, 
through the stepped-up basis, will result, 
at least to the extent of the gain attributable 
to such collapsible asset, in no taxable gain. 


sale ot 


To illustrate: X corporation produces a 
motion picture and any income is 
realized from distribution it sells the picture 
at a gain of $1 The shareholders 
each include in their returns for that year 
(assuming the same accounting periods) 
their pro-rata share of the $1 million gain, 


before 


million. 


and each receives an increase in basis equal 
to the The has $1 
million in cash or receivables, which is dis 
tributed in liquidation or otherwise to the 
stockholders tax The that 
the shareholders have utilized a corporation 
to make a motion picture; and before the 
corporation has realized any taxable income 
within the meaning of 341, the 
shareholders are able either to liquidate 
the corporation or to receive a nonliquidating 
distribution, either at the tax 
single capital gain. 


gain. corporation now 


free. result is 


Section 


cost oft a 


Since the receipts from motion pictures 
have been held to be ; 
that the sale must be made soon after the 
picture into distribution in order t 
avoid the revocation of the election under 
Section 1372(e)(5), due to gross receipts 
more than “20% of 
rents.” In the 


rents,” it is obvious 


goes 


which is derived from 
motion picture field, gross 
receipts in the case of a successful picture 


often pile up in large amounts soon after 


the picture goes into distribution. Accord 
ingly, even . 
picture is 


where the sales price of the 
such as in the example 
take before the 


receipts from distribution would consist of 


large, 
above, it does not long 
more than 20 per cent of the gross income 
of the corporation for the year of the sale 

Here is another example of the bypass of 
Section 341 Subchapter S 
Corporation Y which qualifies under Sub- 


effected by 


chapter S completed a shopping center six 
months before. It cannot qualify under new 
subsection (e) of Section 341 because the 
shopping center in the hands of one 25 per 





3% S. Rept. No. 1983, to accompany H. R. 8381, 
Committee on Finance, 85th Cong., 2d Sess., at 
p. 221. 

# Report cited at footnote 39, at p. 223. 
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* Rev. Rul. 54-284, 1954-2 CB 275. 
“See discussion of this provision in Pt. II 
of this article. 


907 





cent stockholder is a subsection (e) asset. 
Moreover, it cannot qualify under Section 
341(a)-(d), inclusive, because no income 
from the property has been realized and it 
has not been completed for three years. In 
short, there is no basis under Section 341 
(a)-(e), inclusive, for concluding that Y 
is not collapsible. Nevertheless, by invok- 
ing Subchapter S the shopping center may 
be sold by the corporation,” and since in 
the hands of the corporation it consists of 
Section 1231 property, a capital gain should 
result, which is picked up in the individual 
shareholder’s return as long-term capital 
gain and the tax paid on it accordingly. 
This, in turn, results in a stepped-up basis 
for the stock in the corporation in the 
amount of gross income from the sale, 
whereupon the corporation may be dissolved 
or the stock sold without any gain or loss 
being recognized, because the proceeds from 
the sale of the shopping center equal or 
exceed the basis of the stock where there 
are no other assets. 


Solutions to the problem raised by the 
capital gain “pass through” provisions of 
Subchapter S in interpreting Section 341 
where there are collapsible assets and non- 
collapsible assets are far from clear. For 
example, if the single collapsible asset is 
sold, but there are left noncollapsible assets 
with unrealized appreciation less than three 
vears old,“ does the corporation still meet 
the definition in Section 341(b) because it 
is dissolved before the realization of a sub- 
stantial portion of the taxable income from 
the collapsible asset? Presumably not, be- 
cause the corporation, although not taxed 
because of Subchapter S, did realize the 
is passed through to the 


income which 


shareholders. 

If there are other collapsible assets, what 
is the effect of retained cash from the sale 
of collapsible capital assets on the applica- 
tion of Section 341(d)(2), the 70 per cent 
rule? Because undistributed earnings in- 
cluded in income of shareholders increase 
basis, if retained cash ignored, the 
gain on the sale of stock or on liquidation 
would be attributable to the other retained 
assets. If more than 30 per cent of the 
gain were attributable to such assets, Sec- 
tion 341(a) would still apply so far as 
(d)(2) is concerned. 


were 


“® This, of course, assumes that the shopping 
center will not be classified as property held for 
sale to customers. The intricate attribution of 
dealer status in subsection (e) to assets of cor- 
porations which do not themselves have that 
status, as actually held by the corporation, 
strongly suggests that the draftsmen of Sec. 
341(e) believed there were situations that re- 
quired these safeguards. To the extent, then, 


908 


December, 1958 @ 


This would reach a fair result, but in the 
Alice-in-Wonderland world of Subchapter 
S and Section 341, who can say by what 
standards one is to judge “fairness” or 
Congressional purpose. But if we have 
properly read the impact of Subchapter S 
on Section 341, it is apparent that the Con- 
gress has once again written a complicated 
provision without any realization of its 
relevance to other complicated provisions. 
Obviously, an error of this magnitude will 
not go unrecognized, and it is to be ex- 
pected that the Treasury will promptly 
recommend another “technical amendment.” 
But these amendments take time and pre- 
sumably in this endless game between the 
ingenuity of taxpayer's counsel to find ways 
of reducing the harsh impact of 
such as 341 on their client’s business in- 
centive, and the understandable 
trated attempt of the Treasury Department 
to prevent it, many a taxpayer will obtain 
from the Treasury’s point of view a tax 
windfall before remedial legislation is enacted 


sections 


concen- 


It is submitted that when ways of avoid- 
ing Section 341 are enacted into law twice 
within eight years, lack of 
understanding of undoubtedly well qualified 
technicians in particular fields of the impact 
of their work on other technical fields, the 
tax law is becoming so complex that the 
problem is out of hand. If these experts 
can make these kinds of mistake, what 
chance have the courts which, generally 
speaking, are not experts in tax law, much 
less in any particular field of tax law, in 
reaching proper interpretations of these 
complexities, even where errors of drafts- 
manship have not been committed? 


because of 


The result of these errors is that those 
who are fortunate enough to be able to 
time their business affairs to take advan 
tage of them, and can afford to pay counsel 
who have the degree of specialization to 
recognize and apply them before they are 
corrected, will receive an advantage that 
other taxpayers who, for the lack of one 
Or more of these circumstances, will not 
have. This results, in turn, in an under- 
standable feeling of resentment on the part 
of those who pay a tax which appears to 
them to be not only high but discrimina- 
tively so. This, then, brings additional dis- 
credit to the income tax structure, which 
depends, to a very large degree, for effective 


that shareholders do not qualify under sub- 
section (e) because of attribution of noncapital 
gain status to assets of the corporation, Sub- 
chapter S nullifies all of these requirements 
where that subchapter may be invoked. See 
detailed discussion of Sec. 341(e) in Pt. II of 
this article. 

“See discussion of Sec. 
above. 


341(d)(3), in text 
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administration on the corporation and un- 
derstanding of taxpayers. 


We can think of no better illustration of 
the perils inherent in further complicating 
provisions of the tax law then Section 341 
in the first instance. Section 341 has now 
been compounded in its complexity, by the 
addition of the new subsection (e), without 
curing a great number of the obvious and 
not so obvious defects in the original legis- 
lation. This will be illustrated in the dis- 
cussion in Part II in connection with the 
new subsection (e). 


PART Il: SUBSECTION (e) 


Subsection (e) was added to Section 341 
of the Internal Revenue Code of 1954, by 
Section 20(a) of the Technical Amendments 
Act of 1958, which became law on Septem- 
ber 2, 1958. It is effective for taxable years 
beginning after December 31, 1957, but only 
with respect to transactions occurring after 
the date of enactment.” Although, as indi- 
cated by numerous examples, discussed 
and in paper on this 
subject,” Section 341 sorely requires technical 
and substantive amendment, the amendment 
(e) is not a technical 
amendment at all, important 
The circumstance that it 
was adopted in a “technical” amendment 
bill and at that was added late in the bill’s 
passage through Congress, without public 
hearings and with a minimum of publicity, 
is, at first blush, mystifying. 


Actually, 


mnportant 


above our 


previous 


made by subsection 


but an sub- 


stantive change. 


however, the enactment of this 
provision is, unfortunately, an 
illustration of a not uncommon phenomenon 


in the adoption of amendments to the In- 


ternal Revenue Code. The process has been 


“Section 20(b), Technical Amendments Act 
of 1958 

* Axelrad, article cited at footnote 1 

* Surrey, ‘“‘The Congress and the Tax Lobby- 
ist—How Special Tax Provisions Get Enacted,"’ 
70 Harvard Law Review 1145 (1957). 

*’ Professor Surrey’s description of the process 
was impressively prophetic of the results 
reached in the enactment of subsec. (e) 
(Surrey, article cited at footnote 47, at pp 
1162-63) : 

‘Many special provisions represent acute in- 
stances of a general difficulty. If there has been 
adequate study of the general problem, the 
Treasury is then in a position either to solve 
the general problem as well as the aggravated 
example or to demonstrate convincingly that 
the general problem cannot be solved by means 
consistent with the larger demands of our tax 
structure so that relief for a particular tax- 
payer alone is unfair and undesirable. But 
unless the Treasury has had the time or made 
the effort to study the problem as a whole it is 
in a difficult position to deal with the particular 
situation. For, as stated earlier, the congress- 
man is faced with the issue of relief now for a 
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excellently described by Professor Surrey.“ 
The proponents of what became subsection 
(e) were able apparently to convince mem- 
the Senate Finance Committee of 
the obvious inequity in taxing shareholders 
under 341(a) when a sale or exchange of 
the asset or assets in the corporation would 
have resulted in capital gain had the cor- 
porate form not been utilized. Nor could 
the Treasury Department deny the inequity 
or that such a result was not intended by 
the enactment of 341. Unprepared, how- 
ever, on short notice to recommend the 
thoroughgoing changes that 341 obviously 
required, the Treasury Department and the 
Congressional Staff apparently chose to 
draft a statute that would provide the relief 
sought, and deserved, by the constituents 
who proposed it but would limit the 
application of the provision so severely that 
it would rule out relief to others who have 
equally meritorious claims for removal of 
the 341(a) result.” 


bers of 


+} + 
that 


As a result of this Congressional process, 
the simple measure originally proposed came 
out of the statutory enact- 
ment more complex, longer and with more 
exceptions than the original collapsible pro- 
vision which was itself neither simple nor 
brief. Moreover, does not 
replace 341(a) to (d), but imposes a super- 
structure 


Congress as a 


subsection (e) 


with no relation to the original 
enactment other than to provide a formula, 
complicated in the extreme, for determining 
whether, notwithstanding the applicability 
of 341(a) the enactment, 
under that may, 


avoided in specific situations.” 


We are indebted to the 
an explanation for the reasons for the enact- 
ment ™ 


before taxation 


section nevertheless, be 


Senate report for 


of subsection (e) as follows: 
particular hardship. Consequently, the Treas- 
ury, once it sees defeat ahead on the issue of 
relief for the particular constituent or group 
involved, will then, in self-defense and fear of 
the unknown, attempt to reduce the problem 
to its narrowest boundaries Generally these 
boundaries are determined simply by what is 
needed to meet the particular situation pre- 
sented to the congressman. He will scarcely 
object to having only his case solved, and both 
sides will therefore acquiesce in a legislative 
solution confined in terms to that case. This 
is in large part the explanation for many of 
the special provisions that clutter up the tax 
law."’ 

“That this is so, is expressly stated in 
(e)(1). This result would seem to be clear from 
tht language used without subparagraph 11. It 
perhaps reflects understandable uncertainty of 
the draftsmen of subsec. (e) that the result 
of their labors might be misinterpreted. 

* Work cited at footnote 39, at pp. 31-35, 
142-147. See, also, H. Rept. No. 2632, Committee 
of Conference, at pp. 22-23. Indeed, we are 
indebted to these reports for whatever light 
(Continued on following page) 
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(1) Provisions of present law ™ may have 
the opposite effect from that intended. In- 
stead of preventing conversion of ordinary 
income into capital gain, capital gain may 
be converted into ordinary income. 


(2) Application of present law depends 
on substantive intent—“a matter obviously 
difficult to determine.” 

(3) If present law is applicable, entire 
gain would be ordinary income, notwith- 
standing that had corporate entity not been 
utilized, a large part of the gain might have 
been capital gain.” 

(4) “For these reasons” 
“frequently impede or 
business transactions.” 


present laws 


prevent legitimate 
(5) The three limitations in (d) “as in- 
terpreted” do not eliminate the first four 
objections to present law. 

(a) Example: natural resources develop- 
ment corporations. 

(b) 
corporations 
distinguished from dealers).” 


development 
investors 


Example: real estate 
“established by 


{as 


(6) Accordingly, amendment is desirable 
to eliminate subjective intent in the area 
where present law may convert capital gain 
into ordinary income, thereby removing im- 
pediments to “legitimate business” without 
tax avoidance in areas Section 
was intended to prevent. 


permitting 
341(a)-(4 

The answer to the question “How well 
does subsection (e) carry out the objectives as 
outlined in the Finance Committee Reports?” 
is that in a very limited but important area 
it but at considerable cost to an 
effective revenue system. The subsection 
can be criticized in that: (1) The draftsman- 
ship is so unconscionably complex that it 
will be difficult for many- to understand the 
law; (2) it is discriminatory; (3) it contains 
a formula which in many instances will be 
more difficult of application than the sub- 


de es SO, 


jective intent enacted in 341(b), which the 
Finance Committe report states it was 
the objective of the legislation to eliminate 
in this area; (4) the many technical require- 
ments which are a prerequisite to the appli- 
cation of subsection (e) in the area to which 
it applies probably has been largely nullified 
in that many situations to which Subchap- 
ter S, enacted in the same bill, applies; ” 
and (5) the subsection is internally incon- 
sistent in many of its technical requirements 
probably because the draftsmen did not 
fully understand the relationship of Section 
341(a)-(d) to what was being provided.” 


The statute begins with an awe-inspiring 
sentence which we estimate to contain 800 
words. Although this length is not again 
equalled or even approached, this sentence, 
like any proper overture, nicely suggests the 
involved structure of the composition it 
introduces.” 


In the light of the complexities that per- 
meate this subsection it will be necessary 
to take liberties with the statutory 
language than is normally permissible, solely 
as a device for explaining the statute. To 
do otherwise might result in the explanation 
being more confusing than the statute which 
it seeks to explain. 


more 


The gist of the statute is that if the un- 
realized appreciation of “subsection (e)” 
of the corporation does not exceed an amount 
equal to 15 per cent of the net worth of the 
corporation,” both of terms 
expressly defined, the corporation will not 
be considered a collapsible corporation for 
purposes of subsection (a)(1) in four 
cifically limited kinds of transactions. 


assets 


as those 


are 


ss spe- 


The Finance Committee report paraphrases 
subsection (€) “ordinary income 
As so paraphrased, subsection (e) 
would apply if the “ordinary income assets” 
do not 15 per cent of the corpora- 
tion’s net worth. This concept of the com- 


assets as 


assets.” ™ 


exceed 





(Footnote 50 continued) 

is shed on the meaning of subsec. (e) by 
this paper more than we are to the statute 
itself. The need to refer to committee reports 
to understand the legislation suggests we are 
in an era of legislation by committee report, 
which opens up a series of interesting inquiries 
beyond the scope of this paper. 

51 1954 Code Sec. 341(a)(d). 

82 This is not an accurate statement of present 
law in view of the regulations under 341(d)(3). 
See discussion in Pt. I of this article. 

83 The capital gain ‘‘pass through’’ provisions 
of Subchapter S justify this conclusion, as dis- 
cussed in Pt. I of this article. This is an 
example of the too frequent occurrence of one 
tax legislative hand not knowing what the 
other one is doing. 

54 See discussion below, in text, of the rela- 
tionship of (e)(2) to (e)(4) and of both to 


341(a). 
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* We suggest that everyone read this sen- 


tence, if not to understand the statute. as a 
revelation of the wondrous ways of legislative 
draftsmanship. 

* Compare this formula with that 
which, for the purpose of the 
collapsibility, requires an 
per cent of basis rather 
(e), net worth. See Axelrad, article cited at 
footnote 1, at p. 863, where the comment was 
made that a high-basis asset may not be within 
the definition, notwithstanding a dollar-wise 
substantial appreciation. This mistake was 
not repeated in the subsec. (e) definition in 
terms of net worth. 

% Perhaps only three of these situations are 
significant, since the operation of (e)(4) com- 
bined with the provisions of 341(b)(1) probably 
eliminates most, if not all, situations in which 
subdivision (3) might be applied. See discus- 
sion below in text. 

* Work cited at footnote 39, at p. 33. 
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in 341(c) 
presumption of 
appreciation of 20 
than, as in subsec 





mittee reports is helpful, but it is an over- 
simplification of the term “subsection (e) 
“Subsection (e) asset” is defined in 
paragraph (5). It includes: (1) property 
(excluding property used in the trade or 
business)” which, held by the corporation 
or held by a shareholder owning more than 
20 per cent of the corporation's outstanding 
stock, would, if the property were sold or 
exchanged result in gain other than from a 
sale or exchange of a capital asset or 1231(b) 
property; (2) 1231(b) property without re- 
gard to holding period, but only if unrea- 
lized depreciation unrealized ap- 
preciation of such property; (3) in the event 
of net unrealized appreciation of 1231(b) 
property, without regard to holding period, 
all of such property which in the hands of 
a more-than-20-per-cent shareholder would 
be property which, if exchanged, 
would not result in a capital gain; and (4) 
property (unless included in the three cate- 
gories above) which consists of a copyright, 
a literary or musical and so forth property, 
interest in such property, if the 
property created in whole or in part 
by the efforts of any individual 
who owns more than 5% value of the stock 


asset. 


exceeds 


S¢ Id or 


or “any 
Was 
personal 


of corporation.” 


These four categories of the definition of 
(e) asset can be simplified at 
some cost to complete accuracy as follows: 
so long as the unrealized appreciation of 
assets which would result in ordinary in- 
treatment to the corporation, or in 
the hands of a more-than-20-per-cent share- 


subsection 


come 
holder does not exceed 15 per cent of the 
corporation's net worth, the nature of the cor- 
will not be a bar to the 
utilization of subsection (e).” 


poration’s 


assets 


This must be qualified, however, by the 
obviously discriminatory provision summar- 
ized as the fourth category of the definition 
a more-than-5-per-cent shareholder 
“created in whole or in part” by his per- 
sonal efforts any copyrighted, and so torth, 


above If 


property, it will be considered as a subsec- 
tion (e) asset notwithstanding that it would 

5? As used in paragraph (9), which incorpo- 
rates the definition in 1231(b) but “without 
regard to auy holding period Py 

” The second category above, consisting of 
unrealized depreciation of property used in the 
trade or business to the extent that it exceeds 
unrealized appreciation on all such property on 
which there is unrealized appreciation, is stated 
bv the Finance Committee report (cited at foot- 
note 39, at p. 145) as resulting in the net 
unrealized depreciation on property used in 
the trade or business offsetting pro tanto any 
appreciation on the other subsection (e) assets 
for the purpose of determining whether net 
unrealized appreciation exceeds 15 per cent of 
net worth 

* Unfairness of this 
provision is self-evident. 


grossly discriminatory 
It cannot be justified, 
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result in a capital gain if sold either by the 
individual or the corporation. This, then, 
singles out for discriminatory treatment the 
taxation of gain of shareholders in corpora- 
tions which produce theatrical motion pic- 
tures, television shows, or similar property, 
merely because one more-than-5-per-cent 
shareholder may have contributed to its 
production by his personal services, appar- 
ently without regard to whether he was ade- 
quately compensated or not. 


By contrast, presumably a 100 per cent 
stockholder may work for a corporation for 
no compensation and cause it to build a 
shopping center, with the result that that 
asset will not be considered a subsection (e) 
asset and the 100 per cent shareholder will 
be immunized from taxation under Section 
341(a) notwithstanding that a considerable 
portion of his gain traced to his 
pers mal eff rts.” 


can be 


For the intentionally over-simplified pur- 
poses of this explanation, it is permissible 
then to say that if a corporation does not 
have, in terms of net worth, more than 
15 per cent unrealized appreciation of assets 
which, if held by the corporation or a more- 
than-20-per-cent shareholder ‘ 
in ordinary income if sold or 
the releft afforded by 


would result 

exchanged, 
subsection (e) is 
available 


“Net unrealized appreciation” 
in paragraph (6). Unrealized appreciation 
consists of the amount by which the fair 
market value of an exceeds its ad- 
justed basis and “net unrealized apprecia- 
tion” is the amount by which unrealized 
appreciation, as so defined, 
realized depreciation. 
tion, logically 


is defined 


asset 


exceeds un- 
Unrealized deprecia- 
enough, is defined as the 
amount by which adjusted basis exceeds the 
fair market value 


Phe remaining ingredient in the applica- 
tion of subsection (e), namely, the net worth 
of the corporation, is defined in paragraph 
(7) as the amount by which tl 


> tair market 
9 | e 
Vaiue ot all 


assets at the clos ot the dav 


but it is easy to explain 


Those who asked the 
special relief granted in subsec. (e) had no 
interest in the plight of shareholders of corpo- 
rations that produce copyrightable material. 
and the public vision of persons in the motion 
picture industry as extravagantly 
dividuals is apparently mirrored by Congress 
As a result, they have become a whipping boy 
of Congress and of those at certain ) 
the Service 

For the purposes of a Sec. 333 liquidation, 
as provided in (e)(3), the property will or will 
not be a subsec. (e) measured by a 
more-than-5-per-cent shareholder rather than by 
a more-than-20-per-cent shareholder as is the 
case for the purposes of paragraphs (1) and (2). 
See discussion below in text of paragraphs (1) 
to (4) inclusive 


overpaid in- 


levels of 


asset as 
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on which determination is made, plus the 
amount of any distribution in complete liqui- 
dation made before such day, exceeds all of 
the liabilities at that time.” 

It is apparent the definition of a 
subsection (e) asset that it now 
incumbent on shareholders to pick fellow 
shareholders with care. A 79 per cent 
shareholder of a corporation which builds 
investment property such as a rental proj- 
ect, and who is himself not a dealer in real 
estate, will not be able to take advantage 
of subsection (e) if the other 21 per cent 
shareholder is classified as having held such 
property for sale to customers. 


from 
becomes 


Despite the complexities of the provisions 
of subsection (e) thus far discussed, they 
are a model of simplicity compared with the 
complications created by subparagraph (1). 

It is to be that whether or 
not an asset is a subsection (e) 
pends upon its status in the hands of either 
the corporation or a more-than-20-per-cent 
shareholder. 


observ ed 


asset de- 


As already indicated, if it is a “subsection 
(e) asset” either because of the activity of 
the corporation or of the more-than-20-per- 
cent shareholder, it will militate against al/ 
shareholders in their attempt to gain the 
benefits of 341(e)(1). 


It does not follow, however, that if the 
asset is not a subsection (e) asset, all share- 
holders will have the benefit of that fact in 
applying 341(e)(1). There are two statutory 
reasons: (1) If the activities of a share- 
holder owning more than 5 per cent, but 
less than 20 per cent, of the stock are such 
that a particular asset would be a subsection 
(e) asset if he held more than 20 per cent 
of the stock (for example, if he is a dealer 
in that type of asset) the unrealized appre- 
ciation in that asset will “ be counted against 
him (although not against other share- 
holders) in the application of 341(e)(1) and 
(2) only.” (2) A> more-than-20-per-cent 
shareholder, on an individual basis, will have 
the assets of other corporations attributed 
to him tor the purpose of constructively 
fixing his status as a dealer under certain 
circumstances:™ (a) by treating any sale or 
exchange by such more-than-20-per-cent 
shareholder of stock in the other corporation 
within a three-year period as if he sold his 
proportionate share of the assets of the other 
corporation, and (b) by treating any sale of 
property of such other within 
the three-year period as a sale or exchange 
by such shareholder of his 
share of the 
exchange 


corporation 


proportionate 
sold if the 
which gain or 
was not recognized under Section 337(a).% 


property sale or 


Was one on loss 





* In order to discourage tax avoidance, para- 


graph (7) provides that the net worth of a 
corporation will be computed by excluding in- 
crease in net worth during the preceding one- 
year period attributable to any amount received 
by it for stock, as a contribution to capital or 
as paid-in surplus “‘if it appears there was not 
a bona fide business purpose for the trans- 
action soley 

6§ 1954 Code Sec. 341(e)(1)(B). 

® 1954 Code Sec. 341(e)(3) and (e)(4). A 
distribution under Sec. 333 and sales under Sec. 
337, respectively, have no shareholder-by-share- 
holder test although, as already noted, the defi- 
nition in (e)(5)(B) for the purposes of Sec. 333 
includes a more-than-5-per-cent shareholder. 

* Those circumstances described in (e)(1)(C) 
may be briefly summarized by stating that a 
more-than-20-per-cent shareholder of the corpo- 
ration being examined for compliance with 
subsection (e) may have attribution to him of 
dealer status from any corporation in which he 
(1) owns more than 20 per cent of the stock; 
(2) at any time during a three-year period; 
and (3) where such other corporation heid more 
than 70 per cent of assets similar or related in 
service or use to assets comprising more than 
the 70 per cent of the assets of the corporation 
under scrutiny. Note that the phrase in 
(e)(1)(e), “similar or related in service or 
use’’ is identical with Sec. 1033(a)(1) dealing 
with involuntary conversions Note further 
that this phrase has been given a narrow inter- 
pretation so that the property replacing the con- 
verted property must be functionally the same 
kind (see, for example, Lynchburg National 
Bank & Trust Company v. Commissioner, 54-1 
ustc 7 9128, 208 F. (2d) 757, 758 (CA-4th, 1953), 
and cases cited in footnote 2 of that opinion). 
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* The Finance Committee report's illustration 
of the complexities of (e)(1)(A), (B) and (C) 
is helpful (work cited at footnote 39, at p. 34) 
“Assume that the sole asset of a corporation 
is appreciated land, and that the corporation 
is not a dealer in such property. If no share- 
holder of the corporation owning more than 20 
per cent of the corporation's stock is a dealer 
in such land (and if no more-than-20-per-cent 
shareholder owns, or has owned, within the 
preceding 3 years, more than 20 per cent of the 
stock in a corporation more than 70 per cent in 
value of whose assets are property similar or 
related in service or use to the assets of this 
corporation) then gain from sale of stock by 
any shareholder owning more than 20 per cent 
of the corporation's stock will not come within 
the provisions of section 341(a). If, on the 
other hand, a shareholder owning more than 
20 per cent in the value of the corporation's 
stock is a dealer in land, no sale of stock by 
any shareholder in the corporation will come 
within the statutory exception added by your 
committee. If no shareholder owning more 
than 20 per cent of the corporation's stock is a 
dealer in land, but a 21 per cent shareholder 
has owned and sold, within the past 3 years, 
similar stock interests in corporations having 
similar property, then such sales of stock shall 
be taken into account, as to that shareholder 
only, in ascertaining whether he is a dealer 
and therefore is prevented from coming under 
the exception. Similarly, if no shareholder 
owning more than 20 per cent in value of the 
corporation's stock is a dealer in land, but a 
shareholder owning 6 per cent of the corpora- 
tion’s stock is a dealer in such land, a sale of 
stock by the 6-per-cent stockholder will not 
qualify under the exception, notwithstanding 
the fact that sales of stock by other share- 
holders may qualify.’ 
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The principal fault of the statute, despite 
other substantial ones, is that it sets up a 
formula for its application which precipitates 
literally insoluble problems. 


There is probably no widely liti 
gated tax than 
whether a taxpayer holds property used in 
his trade or under Section 1231 
(b)(1) “primarily for sale to customers in 
the ordinary course of his trade or business” 
within the meaning of 1231(b)(1)(B) or 
the meaning of the similar 
1221(1). If he does, 
If he not, capital 
This controversy as to whether 
“investor” ™ is 
a question of fact." 
the 
measuring the facts appear to differ radically 
not only between but not 
quently within a 
circuit." Despite this conflict in the 


more 


question of recent years 


business 


provision in 
ordinary income results 
does gain is achieved 
a taxpayer 
said by 
But 


courts for 


is a “dealer” or an 
the courts to be 
the standards evolved by 
circuits * infre 


from case to case given 

R 
appli 
cable standards which results in inconsistent 
treatment taxpayers, the 
General has consistently opposed petitions 


for certiorari on the ground that the ques- 


Solicitor 


among 


tion is solely one of fact and the Supreme 
Court has consistently denied the many pe- 


titions which have been filed. 


Qne ot the principal sources of contro 
in determining whether a taxpayer is 
a dealer in real estate (where the question 


most frequently arises) has been over whether 


versy 


* Although the Code does not use the terms 
the courts often describe the statutory standards 


the Senate 
(Work 


in these words, as does 
plaining subsec (e) 
note 39, at p. 32.) 

*” Although a subsec. (e) encompasses 
a much broader area than the dealer question, 
the discussion will be limited to this field, 
because it is not practical to deal with other 
situations. This is only illustrative of the 
problems inherent in subsec. (e) 

*” For example, compare Curtis 
Commissioner, 56-1 ustc ° 9406, 
(CA-3), and Victory Housing No. 2, Inc. v 
Commissioner, 53-1 ustc © 9446, 205 F. (2d) 371 
(CA-10), with Pool v. Commissioner, 58-1 ust 
§ 9154, 251 F. (2d) 233 (CA-9) and Galena Oaks 
Corporation v. Scofield, 55-1 f 9127, 218 F. 
(2d) 217 (CA-5). See also Surrey, *‘Definitional 
Problems in Capital Gains Taxation,”’ 69 Har- 
vard Law Review 985, 990, 991, footnote 12 
(1956): Weithorn, “‘Subdivisions of Real Estate 

‘Dealer’ v. ‘Investor’ Problem,’’ 11 Tax Law 
Review 157, where it is stated “The decisions 
‘ represent a confusing body of law, 
not readily susceptible to logical analysis."’ 
See also Miller, ‘‘The ‘Capital Asset’ Concept: 
A Critique of Capital Gain Taxation,’ 59 Yale 
Law Journal 837, 1057 

™ Contrast, for example, the Tenth Circuit's 
reversal of the Tax Court in Victory Housing 
No. 2, Inc. v. Commissioner, cited at footnote 
70, with its affirmance of the Tax Court in 
Home Company v. Commissioner, 54-1 ust 
§ 9399, 212 F. (2d) 637; Mauldin v. Commis- 
sioner, 52-1 ustc { 9258, 195 F. (2d) 714: and 


report ex- 
cited at foot- 


asset 


Company v. 
232 F. (2d) 167 


USsT¢ 


case 
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the sale of rental real estate acquired and 
held for investment purposes results in a tax- 
payer's being classified as a dealer because of 
the number of separate sales usually required 
to dispose of a large number of rental units. 
Some courts have concluded that regardless 
of the purpose for which acquired, the dis- 
position of a number of units in a short 
individual sales tax-stig- 
* but others 
Company v 
(2d) 
nature 
sell the 


the fre- 


period of time in 
matizes the taxpayer as a dealer, 
have concluded that (Curtts 
Commissioner, 56-1 ustc % 9406, 232 F 
167, 170 (CA-3)), “By the 
the case [the taxpayers] had to 
properties a piece at a time,” and 
the signify no more than 
taxpavers (Ross v. Commissioner, 

(9773, 227 F. (2d) 265, 268 
(CA-5)) “had a lot of houses to sell. More- 
even if the conflicts in 
this field were eliminated, a close question 
of fact, depending in part on subjective 
intention, would still remain. 


very 


quency ot sales 
that 
55.2? 


- uUsTc 


the 


over, unresolved 


Subsection (e) would require the dealer 
v.-investment test, whatever it may be from 
court, to be 
corporation itself and second to each more- 
than-20-per-cent 
sumption that he or it owned the corporation’s 


court to applied first to the 


shareholder on the as 


assets. 


Since it is difficult, < t, in many 


situations to determine w 


a taxpayer 
who i fact owned 1 


and with specific 


Friend v. Commissioner, 52-2 vustc © 9428. 198 
F. (2d) 285 Contrast the decisions of the 
Fifth Circuit in Ross v. Commissioner, 55-2 ust« 
" 9773, 227 F (2d) 265 Consolidated Naval 
Stores Company v. Fahs, ¢ 9132, 227 
F. (2d) 923: Goldberg v. Commissioner, 55-1 
ustc £ 9519, 223 F. (2d) 709: Smith v. Commis- 
sioner, 56-1 ustc § 9436, 232 F. (2d) 142: Delsing 
v. U. 8., 51-1 ©9125, 186 F. (2d) 59: and 
Fahs v. Crawford, 47-1 ustc § 9233, 161 F. (2d) 
315, with its decisions in cases like Galena Oaks 
Corporation v. Scofield, cited at footnote 70, 
and King v. Commissioner, 51-1 ustc © 9304, 189 
F. (2d) 122. Compare the Fourth Circuit's 
decisions in Camp v. Murray, 55-2 ustc * 9766, 
226 F. (2d) 931. with Lakin v. Commissioner, 
58-1 © 9120, 249 F. (2d) 781: and Peebles 
v. Commissioner, 57-2 ustc © 10,032, 249 F. (2d) 
92. Contrast the decisions of the Ninth Circuit 
in McGah v. Commissioner, 52-1 wustc * 9168, 
193 F. (2d) 662, and 54-1 wstce © 9260, 210 F 
(2d) 769, rev'g CCH Dec. 18,833, 17 TC 1458, 
with decisions such as Palos Verdes Corporation 
v. U. S., 53-1 ustc § 9143, 201 F. (2d) 256: Rol- 
lingwood Corporation v. Commissioner, 51-2 ust« 
© 9374, 190 F. (2d) 263: Ehrman v. Commis- 
sioner, 41-2 ustc {§ 9537, 120 F. (2d) 607: and 
Commissioner v. Boeing, 39-2 ustc © 9682, 106 
F. (2d) 305, as well as its decision in the Pool 
case, cited at footnote 70 

= See, for example, Pool v. Commissioner, 
cited at footnote 70; and Mauldin v 
sioner, cited at footnote 71 

"To a more-than-5-per-cent 
the purpose of invoking Sec. 
and (e)(5)(B) 


56-1 ust 


UsT« 


USTé 


Commis- 


shareholder for 
333 See (e)(3) 
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assets over a number of years is a dealer, 
what test does the statute incorporate for 
determining whether a hypothetical owner 
of assets would be a dealer with 
to them? 


respect 


The statute seems to have enacted on the 
assumption that if a shareholder is a dealer 
in real estate, for example, any real estate 
owned by the corporation would be a sub- 
section (e) asset in his hands. But this is 
erroneous in view of specific decisions hold- 
ing that a taxpayer may be a dealer in a 
specific commodity or property and yet hold 
the same kind of property as an investment," 
the sale or exchange of which would result 
in capital gain.” 


Testing the corporate property in the 
hands of a more-than-20-per-cent share- 
holder for purposes of the definition of sub- 
section (e) asset” is only the beginning. 
If, after this test is completed, the corpo- 
ration does not have too much unrealized 
appreciation of subsection (e) assets, each 
more-than-5-per-cent shareholder must make 
the same test solely to determine whether 
too much 
subsection (e) 
tainted the corporate 
through attribution of dealer status, but this 


the corporation has unrealized 


appreciation in assets be- 


cause he has assets 
is done solely to determine whether he can 
avoid 341(a) and does not affect the other 


shareholders. 


If this could somehow be determined, each 
more-than-20-per-cent shareholder must, of 


course, make the dealer-investor test re- 


quired by (e)(1)(C) by determining whether 


he would have been a dealer by reason of 
hypothetical sales of his pro-rata share of 
the assets of certain corporations, as de- 
scribed above. 

Here the statutory test is different from 
the others. Under (e)(1)(C)(i) taxpayer 
will be treated for purposes of attributing 
his possible dealer status to the corporation 
pro-rata share of the 
other corporation’s assets where he has sold 
stock in the corporation described in (e)(1) 
(C), and under (ii) he will have the same 
pro-rata attribution of sale of assets where 
the other corporation invoked 337(a). 


as having sold his 


The test under (e)(1)(C) is perhaps more 
precise than under (e) (1) (B) and (e) (5) (A) 
(i) and (iti), because at least we are told to 
assume that the shareholder under (e)(1) 
(C) is treated as if he sold the attributed 
assets, whereas in the other attribution-of- 
dealer-status provision not even that is stated. 


But, if under (e)(1)(C) the shareholder 
is treated as having sold his pro-rata share 
of assets of one or 100 other corporations, 
are we to assume that if he sold them, he 
sold them after holding them as an invest 
ment, or are we to assume that he held them 
for sale to customers? 


The situation seems to be this: If after 
applying the definition of subsection (e) as- 
sets provided in (e)(5), the corporation does 
not, in fact, have unrealized appreciation ot 
subsection (e) assets in terms of its net 
worth, determined in the light of the status 
of the assets as owned by the corporation 
and the status attributed to 
if held by a more-than-20-per-cent share 
holder,” it is necessary to make the (e)(1) 
(B) and (C) tests on the shareholder-by- 
shareholder level.” Those tests will only be 
made if the (e)(5) tests result in the con- 
clusion that the corporation in fact 
not have unrealized appreciation in subsec- 
tion (e) amount 
per cent of its net worth. 


those assets, 


does 


assets in an exceeding 15 


If therefore, Corporation X has a number 
of rental properties with very substantial 
unrealized appreciation, it must first have 
been concluded that the corporation does 
not hold them primarily for sale. If A, a 
more-than-5-per-cent shareholder, individu- 
ally has for years subdivided land and sold 
it to customers what is to be about 
the ownership of the corporation’s rental 
units in his hands? Are we to assume that 
if A had held the rental units he would have 
sold them, when in fact he has never owned 
such property, much less sold any? If he 
were to take the witness stand and say that 
if he owned these particular rental units he 
would have held them for sale, is this the 
end of the line for the Commissioner? How 
one refute testimony concerning a 
hypothetical state of mind about hypotheti- 
cal property by the person whose hypothe 
tical intention is in issue? ™ 


said 


does 





™ See, for example, U. S. v. Bondurant, 57-1 
ustc § 9689, 245 F. (2d) 265 (CA-6); and Patter- 
son v. Hightower, 57-2 ustc { 9789, 245 F. (2d) 
765 (CA-5). 

™ As to dealers in securities, the Code spe- 
cifically provides for identifying the security in 
his records as held for investment as a pre- 
requisite to qualifying for a capital gain. (1954 
Code Sec. 1236(a).) 

7 1954 Code Sec. 341(e)(5) (A) (i) and (iii). 
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™ More than 5 per cent for purposes of a 
Sec. 333 liquidation under (e)(3) as provided 
in (e)(5)(B). 

* Similar tests must be made under (e)(2)(B) 
and (C) for purposes of a distribution in 
liquidation. 

™ One more hypothesis is added: In determin- 
ing dealer or nondealer status, the hypothetical 
sale (whether by the corporation or its share- 
holder) is treated ‘‘as if all property of the 
corporation had been sold or exchanged to one 
person in one transaction.'' See (e)(5){A). 
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If B, a more-than-20-per-cent shareholder, 
has never been a dealer himself (and this 
inquiry is never reached if he is) but has 
interests in Corporations Y and Z with 
substantial real estate activity, which are 
the type described in (e)(1)(C), are we to 
attribute the Corporation Y and Corporation 
Z purpose in holding these properties to B? 
Or are we to deterniine B’s purpose if he 
had owned them? Or are we to do both? 
Is it open to B to testify that in all his life 
he has not held property for sale to custo- 
mers and would not have held his pro-rata 
share of Corporation Y’s and Corporation 
Z's assets in that manner? 


This ridiculous statutory formula 
reminds one of Lord Dundreary’s famous 
question, “If you had a brother would he 
like cheese?”™ Indeed, the statute requires 
us to determine not the hypothetical appetite 
of one hypothetical person, but many hypo- 
thetical qualities of numerous hypotheical 
persons, both corporate and natural. 


entire 


Apparently, at least, a fleeting doubt as 
to whether the Senate Finance Committee's 
subsection (e) was nearly as meaningful as 
The 


conference 


it was foreboding arose in conference. 
next to last paragraph of the 
committee’s brief report ™ is as follows: 

“It is the understanding of the conferees 
that, in applying the definition of subsection 
(e) stock or held by a 
corporation (hereinafter referred to as ‘Cor 
poration \’) shall not be considered 
section (e) assets merely because a more 
than 20 percent shareholder is a dealer in 
stock or securities, if such shareholder holds 
his Corporation A stock in his investment 
account (pursuant to section 1236(a)) 
Therefore, the stock or securities held by 
Corporation A shall not (e) 
assets by reason of the more than 20 percent 
shareholder test unless, in the hands of such 
shareholder, the stock or securities held by 
Corporation A would, if held by such share- 
holder, constitute property trom the 


assets, securities 


sub 


be subsection 


gain 
sale of which would be considered ordinary 
income solely by reason of the application of 


section 341 as modified by this amendment.” 


read the “understanding of the con- 
correctly, it is that if a securities 
dealer has the foresight to designate on his 
books his stock in Corporation A as an 
investment, as required by Section 1236(a), 
then the securities owned by Corporation A 
will not be subsection (e) assets by reason 
of the fact that a more-than-20-per-cent 
shareholder is a dealer unless those securi- 
ties would be taxable if sold under 341(a). 


It we 


ferees” 


“ Quoted in City of Oakland v. Pacific Coast 
Lumber & Mill Company, 171 Cal. 392, 400, 153 
Pac. 705 (1915) 


Federal Tax Conference 


But this “understanding” is as curious 
as the statute which is being understood. 
Where in all of 341(e)’s language can sup- 
port for such a conclusion be found? In- 
deed, in view of the fact that a securities 
dealer can only get capital gain from the 
sale of securities if he complies with 1236(a), 
it would be logical (absent amendment of 
1236(a)) to attribute dealer status under the 
more-than-20-per-cent test as to securities 
owned by the corporation. But instead ot 
this conclusion, the hope (and legally it 
should be no more) of the conferees is if 
he treats his stock in Corporation A as pro- 
vided in 1236(a), the 20 per cent test is out 
(and presumably the more-than-5-per-cent 
test), but what of (e)(1)(C) if the securities 
held by Corporation A are not themselves 
stock in collapsible corporations in his hands? 


But the problem of the commodity broker 
and the real estate dealer is just as acute. 
\re they to be treated differently from the 
securities dealer? If not, what is the mean- 
ing of the 5 per cent, 20 per cent and other 
corporation attribution-of-dealer-status pro- 


visions ? 


reached that 
the statutory 
consider its 


conclusion 
out 
academic to 


In view of the 
it is impossible to carry 
mandate, it is 
purpose and the validity of the policy deci- 
sion reflected in the enactment, vet we yield 
to temptation. The Senate report states that 
the tax status of shareholders is taken into 
account “so that they will not be able to 
change the character of their income merely 
by employing the corporate form of doing 


” ss 


business. 


Congres- 


could be 


This is unquestionably a proper 
sional policy decision, if a way 
devised to carry it out, but why start and 
end with the already technically difficult 
collapsible provision? The problem of in- 
dividuals achieving capital gain who employ 
one Or more corporate entities and whe 
would not, if they did not, is much 
broader than that of the collapsible corpora- 


very 


tion problem. If corporate entities are to be 
pierced for the purpose of attributing dealer 
status, it should be done in a meaningful 
statute on a base coextensive with the prob- 
lem. But before a step of such tar-reaching 
consequences is taken, the policy should be 
studied carefully and openly and not adopted 
hurriedly, piecemeal and unworkably. 


Four Subsection (e) Transactions 


This paper has been concerned to this 
point in determining whether corporation 





“ Work cited at footnote 50, at p. 23. 
“ Work cited at footnote 39, at p. 33. 





shareholders, who otherwise would be sub- 
ject to the provisions of 341(a), may obtain 
relief under subsection (e). If the answer 
to that question is in the affirmative, unlike 
341(a)-(d), a transaction is not outside the 
provisions of 341(a) for all purposes. On 
the contrary, subsection (e) is most specific 
in stating for limited transactions which are 
immunized from treatment under 341(a). 
The 


sale or 


transaction is a 
stock. But it is not 
any or exchange of stock, because 
(e)(1) expressly provides that “this para- 
graph” is not applicable to a sale or ex- 
change to the issuing corporation™ or, in 
the shareholder who owns more 
than 20 per cent in value of the stock, it is 
not applicable to a sale to a related person.” 


first and broadest 
exchange of 


sale 


case of a 


The Senate Finance Committee report * 
states that, as a result, steck redemptions, 
including distributions in complete or par- 
tial liquidation, cannot qualify. 

The obvious purpose of this provision is 
that in the statutory scheme, which will be 
outlined below, no substantial distributions 
in kind are to be permitted. The reason 
underlying this undoubtedly is that although 
capital gain will be permitted on a sale of 
the stock, it was thought undesirable to 
permit a shareholder to receive a stepped-up 
basis at the cost of only capital gain with 
the privilege of depreciating the property 
again with a deduction against ordinary in- 
come. 

The treatment of a sale to a related per- 
son is a further refinement of that principle 
of no stepped-up basis, extending it to own- 
ership within a broadly defined family and 
controlled corporate group. 


Finally, it is to be noted with regard to 
exchanges of stock that (e)(1), 
limited as stated above, incorporates the 
stringent shareholder-by-shareholder test of 
attribution of ordinary income asset status, 
discussed above, in (1)(B) and (C). 


sales or 


Subparagraph (e)(2) deals with distribu- 
tions in liquidation. It incorporates, by ref- 
erence, all of the provisions of (e)(1)(A), 


(B) and (C) and, in addition, provides that 


“ A sale or exchange to the issuing corpora- 


would, of include 
under Sec. 302. 

As noted in Axelrad, article cited at footnote 
1, at pp. 847-848, there is some doubt whether 
Sec. 302 redemptions are covered by Sec. 341(a), 
because of drafting omissions. What inference 
is to be drawn from the circumstance that Con- 
gress expressly omitted such transactions from 
relief under Sec. 341(e), particularly in light of 
the admonition in 341(e)(11) discussed below 
in text? The exclusion is meaningless if re- 
demptions are not within 341(a). 

“Related person’’ is specifically defined in 
(e)(8). It defines (if the shareholder is an 
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the requirements of paragraph (4) must be 
met, dealing with sales under Section 337. 
Perhaps (e)(2) can be read, and it is prob- 
ably the preferable interpretation, as pro- 
viding that a distribution in liquidation 
qualifies under (2) if a sale could have been 
made under (4). The Finance Committee 
report indicates that a sale at corporate level 
under (4) is a prerequisite to (2). It states, 
(at page 33) that in the case of a complete 
liquidation the committee believes that “ad- 
ditional requirements must be imposed in 
order to prevent the shareholders of a cor- 
poration from liquidating their corporation, 
paying a capital-gain tax on such liquidation, 
and thereby obtaining a stepped-up basis for 
depreciable, depletable, or amortizable as- 
in order to reduce for the future the 
ordinary income produced by such assets.” 
The report continues that, accordingly, in 
addition to meeting the percentage tests, in 
order for a distribution in complete liquida- 
tion under 331 to qualify under (e)(2), three 
conditions must be met. The three condi- 
tions outlined those in (e)(4) dealing 
with under 337. The conclusion of 
the committee report, (at page 34) is that 
“Where all of these Gonditions are met, your 
Committee believes that the transaction 1s 
substantially the same as the sale by the 
shareholders of their stock and so should 
qualify under the statutory exception.” 


Sets, in 


are 


sales 


Since, then, (e)(4) is thus intended to be 
incorporated by reference in connection with 
distributions in liquidation, it must be con- 
sidered here. 


That subsection provides a definition of a 
337 transaction solely for the purposes of 
subsection (e), unlike 341(a)-(d), 
not. In addition to the requirements 
of 337 that there be a sale or exchange of 
property within a 12-month period begin- 
ning on the date of adoption of a plan of 
complete liquidation, the following require- 
ments, foreign to the original 337, are im- 
posed: (1) unrealized appreciation of a sub- 
section (e) must not exceed 15 per 
cent of corporate net worth; (2) within the 
12-month period, the corporation is required 
to sell “substantially all of the properties 


which 


de cs 


asset 


individual) ‘‘related person’’ as his spouse, 
ancestors, lineal descendants, and a controlled 
corporation (as defined). If the shareholder is 
a corporation, a related person is a corporation 
which controls or is controlled by the share- 
holder (as defined). For purposes of determin- 
ing ownership of stock in applying the related 
person provisions, Sec. 267 is incorporated by 
reference with certain exceptions. Sec. 341 
(e)(8) is to be distinguished from 341(e)(10). 
Sec. 341(e)(10) contains attribution-of-owner- 
ship provisions by .incorporating by reference 
341(d). This provision appears to have nothing 
to do with the related-person definition. 

% Work cited at footnote 39, at p. 143. 
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held by it”; (3) following the adoption of 
the plan no distribution may be made of 
property which in the hands of either the 
corporation or of a distributee is property 
in respect of which “a deduction for ex- 
haustion, wear and tear, obsolescence, amor- 
tization, or depletion is applicable”; and (4) 
no sale of depreciable, and so forth, prop- 
erty may be made to a more-than-20-per- 
cent shareholder or to any person related 
to him within the meaning of paragraph (8). 


This unique redefinition of a 337 transac- 
tion is a further implementation of the pur- 
pose expressly stated in the Finance Committee 
report of preventing a stepped-up _ basis 
with regard to any more than a small amount 
of property distributed in liquidation and, in 
all events, to prevent a distribution, or a 
sale, to a substantial shareholder (or re- 
lated person of a substantial shareholder) 
of depreciable, depletable, or amortizable, 
and so torth, property. 


It must, however, be kept in mind that 
in order to qualify under (4) it is not neces- 
sary that the shareholders meet the addi- 
tional attribution of dealer status of (2)(B) 
and (C). Those additional requirements 
simply are not contained in (4)." 


But, just as the draftsmen of Subchapter 
S, as discussed above, did not see the rela- 
tionship of their handiwork to the new 
subsection (e), so it appears the purpose ot 
the draftsmen of subsection (e) will prob- 
ably be frustrated because of their 
understandable lack of knowledge of the 
relationship of (e)(2) and (4) to each other 
and both of those subparagraphs to 34l(a). 

The 


affairs is 


less 


reason 

this , as originally 
was made specifically inapplicable 
to corporations “as defined in Section 341 
(b)” and this, we are informed by 
lished ruling of the Internal Revenue Serv- 
ice,” is to eliminate a loophole The loophole 
would discussed 
from the fact that a sale under 337, although 
it results in no tax, was viewed by Con- 


for this astonishing state of 
Section 337 


enacted, 


a pub 


ss 


have re sulted, as ibove 


gress as nevertheless resulting in “the reali 
zation . . of the taxable income” as used 
in 341(b)(1)(A). In enacting (e)(4) Con- 
now permitted a corporation 
which meets the special additional require- 
ments to sell substantially all of its assets, 
tax free to the corporation, notwithstanding 
the provisions of 337 that that section may 
not be used by a corporation as defined in 
341(b). As a result therefore of the utiliza- 


has 


gress 


% They should not be, since (4) deals with tax 
at the corporate level. 


* Rev. Rul. 58-241, cited at footnote 17. See 
also text discussion under heading ‘‘Collapsible 
View," at p. 897. 


Federal Tax Conference 


tion of (4), the sale of substantially all of 
the corporation’s assets will result in the 
realization of all or substantially all of its 
taxable income. It will, therefore, no longer 
be a collapsible corporation within the defi- 
nition of 341(b), and the corporation may 
then be liquidated under 341(a) without any 
need to consider the additional requirements 
of (e)(2)(B) and (C). 


While this will accomplish the purpose 
expressed in the committee report of pre- 
venting shareholders from obtaining a stepped- 
up basis through the payment of capital 
gain tax on depreciable property, it will 
defeat the purpose of denying the use of 
subsection (e) to those more-than-5-per-cent 
shareholders but less than more-than-20-per- 
cent shareholders who are dealers, and it 
will additionally nullify the purpose of the 
statute in attributing dealer status to those 
more-than-20-per-cent shareholders who are 
not personally dealers, but who indirectly 
carry on such activities through corporations 


Moreover, if a distribution in hind can in 
fact be without to subpara- 
graph (2) because of a sale of all of the 
under paragraph (4), in any case 
where there is doubt as to dealer status of 
shareholders, either because of (1)(B) or 
(C) or (2)(B) or (C), the solution in the 
case of most closely held corporations will 
be to invoke the psuedo-337 provisions of 
(e). In the normal case 
potential purchaser of stock would prefer 
to buy and the shareholders.«yill 
have incentive to the 
tion to sell assets 


made, regard 


assets 


subsection the 
assets, 


every cause corpora- 


If this proves to be the correct interpre- 
tation of these immensely complicated and, 
in the last analysis, unworkable provisions 
of subsection (e), it is submitted that there 
will be few mourners at the this 


stillborn collapsible child 


The fourth kind of 
subsection (e) is applicable 
liquidation under Section 333. It will be re- 
from the above that 
section (e) assets are specially defined, for 
purposes of 333 liquidations, to attribute to 
the corporation dealer-status of its assets 
where a more-than-5-per-cent shareholder 
would, if he owned the corporation’s assets, 
be considered as a dealer. Thus, a more- 
than-5-per-cent shareholder may cause sub- 
section (e) to be inapplicable to one-month 
liquidations as to all shareholders, whereas 
it requires a more-than-20-per-cent share- 


bier of 


which 
((e)(3))" is 


transaction to 


called discussion sub- 


‘SSee the discussion in Pt. I of this article 
under the heading ‘‘Relationship of Sections 333 
and 337 to 341,"’ at p. 901. 

* Third in numerical statutory order. 





holder-dealer to make subsection (e) inap- 
plicable to sales or exchanges of stock, 
distributions in liquidation and sales under 
337. 


This more stringent requirement in the 
case of one-month liquidations, it is sub- 
mitted, is incongruous. Subsection (e) is 
directed in part against (1) obtaining a 
stepped-up basis for depreciable assets and 
(2) permitting individual shareholders who 
are dealers in their own right to obtain a 
capital gain through the use of a collapsible 
corporation. Neither of these purposes seems 
to be served by the attribution to the corporation 
of dealer status through a more-than-5-per- 
cent but than more-than-20-per-cent 
shareholder. The reason is that upon a 
liquidation under Section 333, the sharehold- 
ers receive their pro-rata share of the assets 
of the corporation” and the basis of those 
assets in their hands is the same as the basis 
of the stock cancelled or redeemed in the 
liquidation. From this it follows that the 
shareholders will not receive a stepped-up 
basis on liquidation which will result in 
their achieving a capital gain through pay- 
ment of tax at that rate on liquidation, and, 
moreover, the more-than-5-per-cent share- 
holders who are in fact dealers would, by 
definition, if the corporation were permitted 
to be liquidated under 333, receive ordinary 
income on any later sale of the pro-rata 
share of the corporation’s assets after the 
liquidation. 


less 


The policy of the statute—not to taint all 
of the shareholders because a more-than-5- 
per-cent but less than more-than-20-per- 
cent shareholder is a dealer in connection 
with transactions under paragraphs 1, 2, and 
4—is commendable. To depart from that 
principle in connection with 333, under par- 
agraph (3) of the statute, must then 
viously be based on a misconception of the 
avoidance possibilities in connection with 
the use of paragraph 3 by more-than-5-per- 
cent shareholders. 


ob- 


Finally, in connection with all four trans- 
actions covered by subsection (e), and the 
inordinate emphasis on preventing a stepped-up 
basis in depreciable property on liquidation, 
the inquiry must again be made: Why this 
emphasis in the already hopelessly compli- 


“Tax preferences and differentials 


cated collapsible corporation field, when the 
problem is so very much broader? The 
inquiry in this respect, then, is the same as 
it was above, in connection with piercing 
corporate entities for attribution of dealer 
status when the problem is a very much 
more widespread one. 


Moreover, Congress has already legislated 
with respect to the converse problem that 
arises in obtaining a new basis at the cost 
of only a capital gain, where the transaction 
arises by the sale of depreciable assets toa 
related entity. 


Section 1239 of the Code treats the gain 
that might otherwise be capital gain as 
ordinary income where the sale is between 
a husband and wife, or an individual and a 
corporation, more than 80 per cent in value 
of the stock being owned by the individual, 
his spouse and his minor children and minor 
grandchildren. The much more stringent 
requirements of subsection (e) in discourag- 
ing the stepped-up basis on the liquidation 
of a corporation, the sale of stock or a 337 
or 333 transaction appears to be inconsistent 
with the handling of the problem under 
1239. The problems are identical and should 
logically be treated similarly. 


CONCLUSION 


As long as the portion of this paper deal- 


far trom 
obv i JUS 


ing with subsection (e) is, it is 
comprehensive. There are many 
problems raised by the statutory language 
which have been omitted solely to keep the 
length of the paper within bounds. These 
problems, together with others that will 
unquestionably be raised when experience 
has been gained with the statute in day-to- 
day application, may be discussed at a later 
time. It is to be hoped, however, that before 
this can occur Congress will take a hard 
look at, and action with respect to, not only 
subsection (e) but all of 341 


There may be more poorly drafted, more 
and mort 


statutory 


complicated, more inconsistent 
inadequately thought out 
ments, but this writer knows of none that 
even approaches Section 341’s claim to this 


[The End] 


' 


enac 


distinction, 


have resulted in the 


narrowing of the dollar base of our revenue system to the point where 
the rate schedules supplied in the Internal Revenue Code are 

no longer meaningful. The benefits conferred by existing 

tax preferences and tax differentials breed demands for further 

erosion of the tax base.’’—Wilbur D. Mills, 

chairmon, House Ways and Means Committee. 
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Subchapter S Corporations 


By MAX E. MEYER, Member of Lord, Bissell & Brook, Chicago 


‘UBCHAPTER S§, providing for the elec- 

tion of certain small business corpora- 
tions to have their income taxed to their 
shareholders and consisting of Sections 1371 
through 1377, was added to Chapter 1 of 
the Internal Revenue Code of 1954 by Sec- 
tion 64 of the Technical Amendments Act 
of 1958. This act was signed by the Presi- 
dent on September 2, 1958, and the Internal 
Revenue Service issued temporary rules 
with respect thereto on October 13, 1958. 
So many and varied are the questions and 
problems with respect to the new law that 
the Internal Revenue already 
flooded with inquiries as to its position on 
various matters, and a constant flow of rul- 
ings inevitable. A week after the 
temporary rules were issued, another ruling 
covering the election by new corporations 
had to be published.* Many of the problems 
are probably not proper 


h 


Service is 


seems 


subjects for ad- 
ministrative legislation by rulings or regu- 
lations but will require further action by 
Congress—resulting in a few more pages of 
statutes, 


At this time, the most that seems feasible 
is to outline briefly the statutory 
ments and mechanics of the subchapter, to 
list some of 


require- 


the situations where the elec- 
tion may be advantageous and to mention 
some of the many questions and problems 
that have come to light thus far. 


‘Small Business Corporation’’ Defined 


First, it should be noted that “Small 
Business Corporations,” as the term is used 
in Subchapter S, are defined much differ- 
ently from those whose stock is treated as 
than a capital asset if it 

worthless or is sold or exchanged at 
Also, they are different from “Small Busi 
ness Investment Companies” which may be 
created pursuant to the Small Business In- 
1958, 


other becomes 


} 5 
a loss. 


vestment Company Act of For pur- 
poses of Subchapter S, a small business 
domestic [ 


corporation is a corporation ot 


any size which does not— 


(1) have any subsidiaries; 
(2) have more than ten shareholders; 


(3) have as shareholders other 


than individuals or estates; 


anyone 


(4) have a nonresident alien as a sbhiare- 
holder; and 
than one class of stock.* 


(5) have more 


Election 


The election may be made onl ith re- 
spect to taxable years beginning after De- 
cember 31, 1957.2 It may be made during 
the first calendar month of a taxable year 
or the last calendar month of the preceding 
taxable year.° Rul. 58-516 provides 
that the first calendar month of a new cor- 
poration means the period beginning with 
the first day of the calendar year (the day 
the corporation was formed) and ending on 
the corresponding day of the following 
month. 


The election is made on 
which must be attached the written consent 
of all shareholders. These are filed with 
the district director and contain the name 
and address of each stockholder and of the 
corporation, the number of shares owned 
by each shareholder and the date of the 
acquisition, Such information must be as 
of: (1) the first day of the year for which 
the election is made, if the election is made 
before such first day; or (2) the day of the 
election if the election is made after 
first day.’ 


Rev. 


Form 2553, to 


such 


If a corporation elects prior to the first 
day of its taxable year and there is a new 
shareholder after the election but before the 
first day, the consent should be filed as soon 
as practicable after the first day. If the 
consent is filed after the date of election, a 
copy of the consent must be filed with the 
corporation’s annual information return re- 
quired under new Section 6037, added to 
the Code by this new legislation. If there is 
a new shareholder during any taxable vear 
while the election is in effect, he must con- 





'T. D. 6317, I. R. B. 1958-41. 
? Rev. Rul. 58-516, I. R. B. 1958-42. 
1954 Code Sec. 1244, added by Sec. 
Small Business Tax Revision Act of 1958. 
1954 Code Sec. 1371(a). 


202(b), 


Federal Tax Conference 


5’ Sec. 64(e), Technical Amendments Act of 
1958 

* 1954 Code Sec 

* 1954 Code Sec 


1372(c) (1). 
1372(a) 





sent to the election within 30 days after 
becoming a shareholder, and a copy of his 
consent must be filed with the corporation’s 
annual information return. 


Termination 


Once made, the election terminates— 

(1) beginning with the year in which a 
nerson becomes a shareholder and doesn't 
consent to the election; 


(2) by the consent of all shareholders— 
effective for the year the consents are ob- 
tained only if all consents are obtained 
before the end of the first month of the 
taxable year; otherwise effective beginning 
the following year (consents must be at- 
tached to a statement of the corporation 
filed with the district director); 


(3) if the corporation ceases to be a 
small business corporation, effective begin- 
ning with the taxable year in which it so 
ceases to qualify; 

(4) if the corporation derives more than 
80 per cent of its gross receipts from sources 
outside United States; or 

(5) if the corporation has gross receipts 
more than 20 per cent of which is derived 
from royalties, rents, dividends, interests, 
annuities and gains from sales or exchanges 
of stock or securities.’ 

Once terminated, no new election may be 
made without the consent of the Secretary 
or his delegate until there have been five 
years during which the corporation is taxable.” 


Tax Effects of Election 


Many persons have referred to the elec- 
tion as having the effect of the corporation's 
being taxed as a partnership. This may be 
very misleading. For the most part, in- 
come and deductions of the corporation do 
not retain their character in the hands of 
shareholders; the partnership basis pro- 
visions for distributed property do not ap- 
ply; the provisions regarding payments to 
a retiring or deceased partner do not apply, 
and so forth. 

It is true, of course, that the corporation 
is not taxed." And the shareholders in- 
clude in their income the corporation’s taxa- 
ble income—both that which is distributed 
and that which is not. The undistributed 
portion is reported proportionately by those 
who are shareholders on the last day of 
the taxable year. It should be noted that a 
distribution of property is not considered a 
distribution of the current year’s income and 


* T. D. 6317, I. R. B. 1958-41. 
* 1954 Code Sec. 1372(e). 
” 1954 Code Sec. 1372(f). 
1 1954 Code Sec. 1372(b) (1). 
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doesn’t reduce the undistributed taxable 
income, Therefore, if property is distributed 
and there were prior years’ earnings and 
profits, the shareholders would be taxable 
not only on the entire current year’s income 
but also on the property distributed as well. 
Neither the income distributed nor that 
which is not, qualifies for the dividend re- 
ceived credit since it has not becn taxed at 
the corporate level. Any net capital gain 
of the corporation retains its character in 
the hands of the shareholders. All other in- 
come reported by them is ordinary income. 

Any income actually distributed is taxa- 
ble to the shareholders in the year received. 
The undistributed income is taxable in the 
stockholders’ taxable which or 
within which the corporate fiscal year ends 


vear with 
In computing the corporation's taxable in 
come for purposes of this subchapter, cer- 
tain deductions are not allowed—primarily 
net operating losses and the deduction for 
dividends received.” 

If an electing corporation has a loss, the 
loss is deductible, not necessarily by those 
shareholders on the last day of the taxable 
year, as in the case of income, but pro rata, 
based on the number of shares owned by 
each shareholder on each day of the taxable 
vear. The amount deductible by each share- 
holder is limited to the basis of his stock 
plus the basis of any indebtedness of the 
corporation to him. Any loss in excess of 
these amounts is wasted. The loss is not a 
capital loss but is considered a loss from 
which can be carried 
back and carried forward by the 
holder, but not back to 
before January 1, 1958." 


a trade or business 
share- 
years beginning 
The basis of each shareholder's stock is 
undistributed 
taxable income which he actually includes 


increased by his share of 


on his return. His basis of stock is reduced, 
but not below zero, and then his basis ot 
any indebtedness of the corporation to him 
is reduced by his share of the net operating 
loss of the corporation.” 

The small business corporation's earnings 
and profits are reduced to the extent its un- 
distributed taxable income is required to be 
included in shareholders’ gross income, This 


is necessary to prevent such income from 


being taxed as a dividend when distributed 
later.” 
When taxed to the 


income previously 


shareholders is distributed, it is not a divi- 





12 1954 Code Secs. 1373 and 1375. 
13 1954 Code Sec. 1374. 

1954 Code Sec. 1376. 

8 1954 Code Sec. 1377(a). 
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dend, but a return of capital which reduces 
the shareholder’s basis, which basis was pre- 
viously increased as indicated above. The 
amount which a shareholder can receive as 
a return of capital and not have treated as 
a dividend is the total of his share of undis- 
tributed taxable income previously included 
in his income share of net 
operating losses of the corporation and less 
previous distributions to him. A termi- 
nation or break in the small business corpo- 
ration’s election, terminates 
the right to have distributions of previously 
taxed income considered a return of capital 
and not a dividend. Even if there is a new 
election in a later year, the previously taxed 
income prior to the new election can’t be 
distributed tax unless and until all 
other earnings and profits have been dis- 
tributed and taxed as dividends to the 
shareholders.” 


less his 


gross 


however, also 


free 


Returns 


Every electing corporation must file an 


information return on or before the fifteenth 
day ot the third month following the close 
of the It must 
income; (2) 
allowable; (3) the 


corporation’s taxable year. 
(1) the 
the deductions 
and 


at any 


items of gross 
names 
of all persons owning stock 
during the year; (4) the num- 
owned at all times; (5) the 
amount of money and property distributed 
(6) the date of such distri- 
and (7) 


addresses 
time 


ber of shares 


during the vear; 


butions; such other information 

1954 Code Secs. 1375(d) and 301 
Finance Committee report states 

A shareholder's net share of previously taxed 
undistributed taxable income is defined in sec- 
tion 1375(d)(2) as the sum of the amounts in- 
cluded in the gross income of the shareholder 
under section 1373(b) for all prior taxable 
vears, less the amounts allowable under section 
1374(b) as a deduction from gross income of the 
shareholder fer all prior taxable years and the 
amounts previously distributed during the tax- 
able year and all prior taxable years to the 
shareholder which, under section 1375(d)(1) 
were not considered dividends. The term ‘all 
prior taxable years’ does not include a taxable 
year to which the provisions of section 1375 
do not apply and to taxable years prior to such 
year 

Thus, under section 1375(d)(2) a 
holder's net share of previously taxed undis- 
tributed taxable income is computed by first 
determining the total amount of the corpora- 
tion’s undistributed taxable income which has 
been actually included in his gross income for 
all his prior taxable years in which or with 
which ended a taxable year of the corporation 
with respect to which an election was in effect, 
excluding any taxable year prior to a break in 
the election. The computation would not. 
therefore, include any amount of undistributed 
taxable income prior to a year in which the 
election was not in effect or any amount of un- 
distributed taxable income which was not in 
fact included in the shareholder's gross income. 


share- 
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The Senate 


This return 
statute of limi- 


as regulations may prescribe. 
starts the running of the 
tations.” 


Uses and Loopholes 


The Senate Finance Committee report 
(S. Rept. No. 1983, Eighty-fifth Congress, 
Second Session) states that the election will 
be primarily beneficial to persons whose in- 
dividual tax rates are below the 52 per cent, 
or 30 per cent, corporate rates where the 
earnings are left in the business, and to per- 
with individual rates where 
dividends (in addition to reasonable salaries) 
must be paid to the shareholders. In such 
case, the double tax is removed. Actually, 
the election may be advantageous to some 
The advan- 
with 
incomes and probably without the means to 
buy out the others. 


higher 


sons 


shareholders and not to others. 


tage would be to shareholders lesser 


The report states further that the election 
will be of substantial benefit in situations 
where the corporation realizes losses sev- 
row but the shareholders 
have income against which they can be offset. 

The particularly 
useful for new corporations with expected 
losses in getting a business started or for 
corporations with operating losses the last 


eral years in a 


situations 


loss 


may be 


few years before going out of business. 


The election may be quite valuable when 


owners are not employees and would re- 


quire substantial dividends if the election is 


The second step in the computation is the de- 
termination of the total amount of the share- 
holder's portion of the corporation’s net op- 
erating loss allowable as a deduction in prior 
taxable years of the shareholder in which or 
with which ended a taxable year of the cor- 
poration governed by an election, excluding 
years prior to a break in the election. This 
amount includes all allowable deductions under 
section 1374(b), whether or not the deductions 
were claimed or resulted in any tax benefit 
The third step in the computation is the deter- 
mination of the total amounts previously dis- 
tributed to the shareholder (in prior taxable 
years of the shareholder in which or with which 
ended a taxable year of the corporation gov- 
erned by an election, excluding years prior to a 
break in the election, and in the current taxable 
year) which under section 1375(d) were con- 
sidered distributions which were not dividends. 
The sum of the shareholder's portion of the 
net operating loss allowable as a deduction in 
previous years plus the previous distributions 
to the shareholder which were not considered 
dividends pursuant to section 1375(d) is then 
subtracted from the amount of undistributed 
taxable income included in the shareholder's 
gross income for previous years. The difference 
between these amounts represents the share- 
holder's net share of undistributed taxable in- 
come."’ (S. Rept. 1983, 85th Cong., 2d Sess., at 
pp. 223-224.) 
" 1954 Code Sec. 6037. 





not in effect; for example, a widow who 
inherits a majority stock interest in her 
husband’s corporation. 

It may also be valuable to presently un- 
incorporated businesses by permitting them 
to incorporate to obtain the limited liability 
of a corporation and to obtain the fringe 
benefits permitted corporations, such as 
qualified pension and profit-sharing plans, 
deductible premiums on group life insurance, 
exempt sick pay and the like, but still have 
the income taxed and distributed to the 
former proprietor or partners. 

In this connection, the payment of tax on 
part of the business income may be post- 
poned, and there may be some shifting of 
income between years. For example, sup- 
pose a calendar year partnership were in- 
corporated on October 1, 1959. It has nine 
months of earnings taxable to the partners 
ror that year If the corporation elects a 
fiscal year ending April 30 and elects to 
have income taxed to shareholders, the 
shareholders report only seven months’ busi 
ness income on their 1960 returns; that is, 
income of the corporation for the period 
ending April 30, 1960. In 1961 they report 
income for the corporate fiscal year ending 
April 30, 1961, a full year for the first time. 


Suppose that the fiscal year was a bad 
year income-wise, but in December, 1961 it 
appeared that the fiscal year to end April 


30, 1962 would be a “whopper.” Some ot 
the income of that fiscal year can be shifted 
to the 1961 calendar year returns of the 
shareholders by actually paying a dividend 
before the end of 1961. Such a dividend is 
taxed in the year distributed, and only the 
undistributed taxable taxed to 


those who are shareholders on the last day 


income is 


of the year. 
the 
nership route, as partnerships are no longer 


This is no longer possible by part- 
free to elect any fiscal year they choose, as 
they once were. 

Presumably, it is possible to shift income 
between persons by a gift of stock late in 
the year—but not losses. Income is taxed 
based on stock ownership at the end of the 
vear. Losses are allocated pro rata, based 
on stock ownership each day during the 
year. However, where gifts are made to 
shift income, one can expect the bona fides 
to be challenged if tax-shifting is the only 
motive or if control over the stock is 
retained. 

The election may help some collapsible 
estate 
with a 


real cor- 


apartment 


corporations. Suppose a 


poration has an house 
value greatly in excess of basis, but the cor- 
poration is collapsible. If the corporation 
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qualifies and elects under Subchapter S and 
then sells the building, the capital gain is 
taxable to shareholders, and the collapsible 
corporation provisions are avoided. How- 
ever, one must be sure that the capital gain 
is at least 80 per cent and that rents are 
less than 20 per cent of the gross receipts 
in the year of sale; otherwise the election 
is not effective. If an installment sale were 
made, the rents for the year of sale plus 
interest on unpaid installments must be less 
than 20 per cent of the receipts 
Query whether for tax purposes the corpo 
ration could be kept alive for a long period 
merely to receive the installment payments 
and pass them through to the shareholders 
It is doubtful that Congress realized that 
the avoidance of the collapsible provisions 
might be possible under Subchapter S, and 
it may adopt an amendment to the effect 
that the election under Subchapter S is not 
available to collapsible corporations 


ZTOSS 


The election may be useful as an alterna- 
tive to Code Section 337, providing that 
there is no tax at the corporate level if a 
corporation adopts a plan of liquidation, 
sells its assets and then liquidates within 
one year from the date of the adoption ot 
the plan. If a corporation is doubtful about 
complying with the technical requirements 
of that under Sub 


chapter 5, 


section, it might elect 
sell its assets and have only the 
How 
inventory 
the 
holders, whereas they would have only capi 


and the 


shareholders taxable on the profit. 
the 
would be 


ever, profit on appreciated 


ordinary income to share- 


tal gain if Section 337 were used 


inventory were sold in one transaction 


PROBLEMS AND PITFALLS 


Qualification for Election 


The only persons who can be shareholders 
of an electing corporation are shareholders 
and estates. It is clear from the definition 
of “person” in Code Section 7701 that trusts, 
corporations or associations 
It would seem that 
trust should 


shareholders, since 


partnerships, 
cannot be shareholders. 
the 
qualify as 
trust is 
ordinary sense and is disregarded for 
purposes. What about the 
Clifford-type trust whose income is taxable 


beneficiaries of a voting 
individual 
trust in the 
tax 


such a really not a 


grantor of a 


Can he be con- 


stock held by 


to him under Section 671? 
sidered to own individually 
the trust? 

Suppose a husband and wife hold title 
to stock of an electing corporation as joint 
tenants, or only a husband in a community 


property state holds title. Is there one 
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shareholder or are there two? Probably 


two. 


Can a minor make a valid election with- 
out the appointment of a guardian? In 
many states a purported election by a minor 
would probably not be valid without the ap- 
pointment of a guardian and perhaps even a 
court order approving the election by the 
guardian. 

An electing corporation must not have 
“more than one class of stock.” Does this 
mean “authorized,” “issued” or “outstand- 
ing”? The purpose of the statute would be 
served if this were interpreted to mean 
“outstanding,” since there would then be 
no problem about the priority of rights to 
the corporation’s earnings by way of dividends. 


The paragraph providing for termination 
of an election for any year in which 20 per 
cent or more of gross receipts is from roy- 
alties, rents, dividends, interest, annuities 
and gains from sales and exchanges of stock 
or securities is entitled “Personal Holding 
Company Income.” However, the personal 
holding company definition in Code Section 
543 is in terms of income,” not 
receipts,” and that such 
types of income constitute 80 per cent of 
gross income. Further, the provision is not 
correlated with the personal holding com- 
pany provisions in that a corporation does 
not qualify under Subchapter S even if 50 
per cent or more of the gross receipts are 
from rents, although it would not be a per- 
sonal holding company. 


gross 


“oross requires 


Could hotels, motels or other businesses 
whose income is really both from rent and 
services possibly qualify? Of course, the 
rent would have to be less than 20 per cent 
of the gross receipts, which, in the case of a 
hotel or motel, is doubtful in the first place. 
Even in businesses where it may be, the 
taxpayer may not be able to carry his 
burden of proving the proper allocation of 
receipts between rent and services.. ... 
Although a corporation doesn’t qualify if 
it has a subsidiary, it would appear that an 
electing corporation could form a subsidiary 
without terminating the election. This 1 
because the Technical Amendments Act 0 
1958 provides that an electing smal] business 
corporation is excepted from the definition 
of a corporation that is a member of an 
athliated group.” Thus, once a corporation 
elects under Subchapter S, it is no longer 
considered a member of an affiliated group 
and would remain qualified even though it 


f 


acquires a subsidiary after the election. Un- 
doubiedly, this was not intended. 


81954 Code Sec. 1504(b)(8), added by Sec. 
64(d)(3), Technical Amendments Act of 1958 
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Termination of Election 


Once an election is made, the unanimous 
consent of shareholders is required to ter- 
minate the election if the corporation doesn’t 
otherwise become unqualified However, 
any one shareholder may be able to ter- 
minate the election by selling a few shares 
to a friend and having him refuse to con- 
sent to the election. Suppose an election 
is thought to be desirable and is made at 
the beginning of the year, but by the end 
of the year it turns out to be highly undesir- 
able. Under the strict language of the 
statute, one share could be sold to a relative 
who doesn’t consent, and then the election 
is no longer effective for that year. Again, 
one can expect the bona fides of any such 
transactions to be challenged. 

It may be essential for electing corpora- 
tions or their shareholders to have “right of 
first refusal agreements” with respect to 
shareholders’ stock during their lives and 
option agreements to take effect on death 
in order to be sure there won’t be more 
than ten shareholders. All wills should be 
reviewed, too, to see that the election won't 
be terminated by reason of a shareholder’s 
leaving shares in trust or to too many bene- 
ficiaries. 


Tax Problems 


One of the principal uses of the election 
may be in the situation where the corpora- 
tion is currently sustaining losses and has 
a net operating loss carry-over. Here, too, 
there seems to be a lack of co-ordination 
with other sections of the Code. Do years 
in which the election is in effect count as 
part of the period? 
Must the years be 
applied against the 
though such application 
Experts are in 
questions. 


five-year carry-over 
income of the election 


loss carry-over even 


benefits no one? 
disagreement as to these 

As to both questions, it seems clear from 
the language of Subchapter S that an elect- 
ing corporation has both taxable years and 
taxable income (if it doesn’t 


even though it pays no taxes.” 


have a loss) 
Under Code 
Section 172(b), operating loss carry-over 
deductions are used up in terms of taxable 
and taxable may well 
be argued that the taxable years and taxabk 
income of an electing corporation must be 
counted in computing the net operating loss 
for a year after the election terminates. 


years income, so it 


However, an analogy may be made to 
mutual savings banks, building and loan as- 
sociations and cooperative banks, which be- 


” 1954 Code Sec. 1373. 





came taxable for the first time in 1952, The 
regulations provide that “in the case of any 
taxable year beginning after December 31, 
1951, the amount of the net operating loss 
carry-back or carry-over from such year 
shall not be reduced by reference to the 
income of any taxable year beginning before 
January 1, 1952.”” Thus, the income of the 
years for which such corporations paid no 
tax is disregarded. It is possible that the 
Internal Revenue Service may take the po- 
sition that the election years count but the 
income taxed to shareholders doesn’t. 


Another point that should be mentioned 
is that an operating loss during an election 
year that is passed through to the share- 
holders must be reduced by the modifica- 
tions set forth in Code Section 172(d), tor 
example, 50 per cent of net long-term cap- 
ital gains, personal exemptions and the ex- 
cess of nonbusiness deductions over non- 
business income, In some cases the 
may be wiped out by these adjustments. 


Also, 


loss 


note that the loss deduction is 
limited to the shareholder's basis of stock 
and indebtedness. It has been suggested 
that if the loss exceeds such basis, the 
shareholder might make a further loan or 
a contribution to the capital of the corpora- 
tion to increase his basis. 

If property is distributed during an elec- 
tion year, and there are earnings and profits 
from a time prior to the current election 
period, it’s taxed as a regular dividend, in 
addition to the current year’s income; it 
doesn’t reduce undistributed taxable income. 
have different taxable 
years from that of an electing corporation 
which has a net long-term capital gain, 
there may be a problem in computing the 
amount of ordinary income and capital gain 
on which the shareholders are taxable in 
For example, suppose an elect- 
ing corporation with a fiscal year ending 
June 30, 1959, has both a net long-term 
capital gain of $10,000 and ordinary income 
of $20,000. If $15,000 is distributed in De- 
cember, 1958 to shareholders with a calen- 
dar year accounting period, one third of the 
amount received by each shareholder is con- 


If shareholders 


each year. 


sidered net long-term capital gain and two 
thirds as ordinary income. However, when 
they file their returns April 15, 1959, the 
shareholders will not know what portion of 
the corporation’s income will turn out to 
be ordinary income or net long-term cap- 
ital gain. Extensions of time or amended 
returns may be necessary. 

Whenever there has been a break in the 
election, it is difficult, if not impossible, to 


* Regs. Sec 1.581-2(c). 
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get income on which tax has been paid 
distributed tax free. Section 1375(d), in 
providing for tax-free distributions of pre- 
viously taxed income, uses the term “an 
electing small business corporation.” The 
Senate Finance Committee report makes it 
clear that such a tax-free distribution must 
be in a year for which the election is still 
in effect. To take care of this problem, 
and to eliminate some of the bookkeeping 
problems, a number of authors are suggest- 
ing full distribution each year and then 
loans back to the corporation. The loans 
can then be repaid tax free when the cor- 
poration is in funds, Care must be taken 
to be certain that all the motions be gone 
through to make certain the loans are bona 
fide. 

If one member of a family renders valu- 
able services, he may not be able to spread 
more income among other family share- 
holders by taking little or no salary, The 
secretary or his delegate can reallocate the 
undistributed taxable income to reflect the 
value of the services. But suppose the one 
owns no stock. The 
statutory language doesn’t extend the real- 
location power that far, and it is doubtful 
that one must pay a tax on the full value ol 
his services if he doesn’t actually receive an 
amount equal to such full value. 


rendering services 


It should be noted that a stockholder who 
buys stock at the end of the year and con- 
sents to the election will have to pay tax on 
his share of the corporation’s income for 
the entire year, even though not distributed 


Much has made of the “one 
deal,” that is, elect for one year where the 
corporation will have a large capital gain 
or a large operating loss to pass through to 
shareholders. In many, if not most, such 
cases it won't be known that the capital 
gain or operating loss would occur in time 
to make the election. 


been shot 


Miscellaneous 


Extra bookkeeping will undoubtedly be 
required if the election is made, both as to 
the amount of earnings and profits of the 
corporation for tax purposes and as to the 
share of undistributed taxable income of 
each shareholder. 

It has been 
solves “thin” 


suggested that “election” 
incorporation problems, since 
all income is taxed to shareholders anyway. 
Two problems arise. If, in addition to dis- 
tributing current income, a “thin” corpora- 
tion distributes prior earnings in payment 
of debt, the payment of the debt may still 


be a taxable dividend, since the debt is con- 
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sidered equity capital. The second question 
is whether the so-called debt is a different 
class of stock. If so, (lie corporation is not 
eligible to elect under Subchapter S in the 
first place. 

In conclusion, it may be appropriate to 
say that it is by way of explanation, rather 


than as an excuse or apology, to state that 
the somewhat disjointed presentation of the 
above comments is necessitated by the many 
problems and the fact that the 
questions far outnumber the answers. 


[The End] 


involved 


Redemption Problems— 
Lipp Cases 


The Holsey and 


By ROBERT F. GRAHAM 


The author is a member of 
Gardner, Carton, Douglas, Roemer 
& Chilgren, Chicago. 


R EDEMPTION PROBLEMS have 
plagued us for many years. The ques- 
tion, whether distributions in redemption of 
a portion of the stock owned by each of 
one or more shareholders were essentially 
equivalent to dividends and therefore tax- 
able as ordinary income to the recipients,’ 
been the subject of frequent 
versy under the 1939 Code.’ In 
the 1954 Code, Congress 
this controversy by specifying, 


has contro 
enacting 
sought to limit 
in detail, the 
effect of redemption distributions on stock- 


holder recipients whose shares are redeemed. 

Despite its particularity with 
redemptions, the 1954 Code 
relating to the 


respect to 
contains no 
effect of the re 
demption of one shareholder’s stock by a 


provisions 


corporation upon its remaining shareholders 


whose proportionate interest is increased; 
nor is this problem covered by income tax 
regulations. Case law, therefore, is con- 
The frequently en- 
countered in transactions shifting the con 
trol of closely-held corporations 
group of stockholders 


various 


trolling. problem is 
from one 
to another. Over a 
this 
question have been considered by the courts 
But it is only recently had 


period of years, aspects of 


that we have 
cause to be concerned by the decisions. 


11939 Code Sec. 115(g). 

* See cases collected in Rabkin and Johnson, 
Federal Income Gift and Estate Taxation, Ch. 
24 

3 1954 Code Sec. 302 

454-2 ustc 9 9445, 213 F. (2d) 914 (CA-6), rev’g 
52-2 uste § 9418, 106 F. Supp. 57. 
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Our concern stems from a three-pronged 
attack by the Internal 
against the stockholder 
redeemed, against the remaining 


Revenue Service 
shares are 
stockholder 
increased, 
having un- 
earnings in redemp- 


whose 
whose proportionate 
and against the 
reasonably 


interest 1s 
corporation as 
accumulated 
tions of this sort and from the decisions in 
Zenz v. Quinlivan, Joseph R. Holsey, Ber- 
nard and Monroe Zipp*® and Pelton Steel 
Casting Company v. Commissioner.’ 


In the Zenz case a widow, after inheriting 
all of the stock in a corporation founded by 
her husband, sold part of her stock to a 
competitor Three weeks later the 
tion redeemed the balance of her 
purchasing them for an amount 
mating its accumulated 
Were 


corpora- 
shares by 
approxi- 
Both 
part of a single plan. 
The district court regarded these circuitous 
sham held the distribution 
taxable as the equivalent of a dividend 
The Court of Appeals for the Sixth Circuit 
reversed on the ground that in accordance 
with the original intention of the parties, 
the transaction completely terminated the 
taxpayer's interest, and therefore was not 
equivalent to a dividend. The 
Service announced that it would follow the 
decision of the court of appeals but warned 
that under similar 
demption of the 
regarded as a 


earnings. 
transactions 


steps as a and 


essentially 


circumstances the re- 
stock might be 
dividend to the purchaser. 
Pelton Steel is to be discussed by Mr. 
Altman in his 


seller's 


paper on unreasonable ac- 


> CCH Dec. 22,522, 28 TC 962 (1957). 

®* Reported as Louis H. Zipp et al., CCH Dec 
22,358, 28 TC 314 (1957) with which Bernard and 
Jean B. Zipp and Monroe and Helen Zipp were 
consolidated. 

758-1 ustc § 9179, 251 F. (2d) 278 (CA-7), aff'g 
CCH Dec. 22,344, 28 TC 153 (1957). 
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cumulation of income. (See page 933.) 
We, therefore, are principally concerned 
with Holsey and Zipp. In those cases the 
Tax Court, invoking the so-called benefit 
rule, held that the continuing or remaining 
shareholders whose proportionate interest 
increased and to whom control shifted, real 
ized ordinary income by virtue of the cor- 
poration’s redemption of its shares from 
another shareholder. The courts of appeals 
reversed Holsey* and affirmed Zipp." 

J. R. Holsey Sales Company, an Olds- 
mobile dealership, was organized in 1936. 
All of its capital stock was issued to 
Greenville Auto Sales Company, a Chevrolet 
dealership, in exchange for the Oldsmobile 
franchise and certain other assets previously 
owned by Greenville. Two days later, 
Greenville granted Holsey an option to 
purchase 50 per cent of the outstanding 
shares of Holsey Sales Company for $11,000, 
and a further option to purchase the re- 
maining shares, within ten years after the 
exercise of the first option, at a price to 
be agreed upon. Holsey did not own any 
of Greenville’s stock. But, at all times 
pertinent, his father owned two thirds or 
more of that company’s outstanding stock 
and Holsey, his father and his brother were 
officers and directors of both companies. 
Holsey, however, was the only member of 
his family active in the management of 
Holsey Sales Company; and he did not par- 
ticipate in the management of Greenville. 

In November, 1939, Holsey exercised the 
first option. Due to adverse business con- 
ditions, he was unable to exercise the 
second option. In 1946, Greenville granted 
him a revised option to purchase the re- 
maining shares at any time up to June 28, 
1951, for $80,000. The revised option ran 
to Holsey individually and was not assign- 
able except to a corporation in which he 
owned at least 50 per cent of the voting 
common stock. Early in 1951 the option 
was assigned by Holsey to Holsey Sales 
Company, and exercised by it. 


When the option was granted the option 
price was approximately twice the book 
value of the shares. But when it was ex- 
ercised the book value of the shares was 
almost three times the option price. It also 
should be noted that the Oldsmobile fran- 
chise was based on a yearly contract; that 
it was Oldsmobile’s policy to have its dealers 
own all of the stock in dealership organiza- 
tions; that Oldsmobile was unhappy about 
the ownership of Holsey Sales Company; 
and that it had suggested that the company 
comply with its policy. 

In considering this factual situation, the 
Tax Court had a number of its own and 
other courts’ prior decisions involving the 
effect of redemptions on continuing stock- 
holders to guide it. Where these decisions 
were against the taxpayer they, for the 
most part, fell into four broad types of 
factual situations. In one type of situation 
a continuing shareholder purchased shares 
from a withdrawing shareholder for cash 
and notes and later the shares so purchased 
were transferred to the corporation and it 
assumed the purchaser's debt to the seller.” 
In another type an individual borrowed 
funds from a corporation to finance the 
purchase of its shares from a withdrawing 
shareholder and the purchaser later trans 
ferred those shares to the corporation in 
satisfaction of his indebtedness to it." In 
the third type the purchasers utilized an 
intermediary or straw-man to “purchase” 
part of the shares of a withdrawing stock- 
holder with borrowed funds and later all 
of the straw-man’s were redeemed 
and the proceeds used to pay his indebted- 
ness.” In the fourth type of situation the 
purchasers or continuing shareholders con- 
tracted to purchase the shares of a with- 
drawing shareholder and then arranged to 


shares 


have the corporation redeem the shares in 


order to relieve the purchasers of their 


contractual obligation.” 
Common to all of these categories is the 


fact that the continuing shareholders first 





§ 58-2 ustc 7 9816, — F. (2d) — (CA-3). 

958-2 ustc 7 9456, — F. (2d) — (CA-6). 

1” Woodworth v. Commissioner, 55-1 ustc 
© 9183, 218 F. (2d) 719 (CA-6), aff'g CCH Dec 
19,969(M), 12 TCM 1265 (1953): Wall v. U. 8., 
47-2 ustc § 9395, 164 F. (2d) 462 (CA-4), aff'g 
47-1 ustc § 9178 (DC Va.); Floyd W. Bell, CCH 
Dec. 21,893(M), 15 TCM 1004 (1956); Ruphane 
B. Iverson, CCH Dec. 8372, 29 BTA 863 (1934); 
see Rev. Rul. 57-353, 1957-2 CB 223. 

1 Lowenthal v. Commissioner, 48-2 ustc { 9345, 
169 F. (2d) 694 (CA-7), aff'g CCH Dec. 
15,872(M), 6 TCM 678 (1947); Thomas J. 
French, CCH Dec. 21,730, 26 TC 263 (1956); 
Mendle Silverman, CCH Dec. 20,386(M), 13 
TCM 527 (1954). 

2 Fred C. Niederkrome, CCH Dec. 22,023(M), 
15 TCM 1312 (1956): Ferro v, Commissioner, 57-1 
€ 9498, 242 F. (2d) 838 (CA-3), aff'g CCH 
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Dec. 21,692(M), 15 TCM 485 (1956) (shareholder 
transferred shares to creditor which then were 
redeemed by corporation). 

% Frank P. Holloway, CCH Dec. 18,722(M), 
10 TCM 1257 (1951), aff'g per curiam, 53-1 ust« 
9378, 203 F. (2d) 566 (CA-6). But see Fred F. 
Fischer, CCH Dec. 15,797(M), 6 TCM 520 (1947) 
(redemption by corporation not taxable to re- 
maining stockholder although he agreed to pur- 
chase such shares or cause them to be purchased 
to get rid of disgruntled stockholder, eliminate 
litigation and settle will contest); and S. K. 
Ames, Inc., CCH Dec. 12,505, 46 BTA 1020 
(1942), acq., 1942-1 CB 1 (redemption of pre- 
ferred not equivalent to dividend to purchaser 
of common, who also had agreed to purchase 
preferred or cause it to be purchased under 
contract permitting seller to sell it to others). 
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purchased shares and the corporation later 
redeemed part or all of those shares from 
the purchaser.* In these cases a distribution 
was made to the purchaser, in that con- 
sideration in money’s worth moved from 
the corporation to him in the form of a 
cancellation of indebtedness or the assump- 
tion of a liability or a contractual obligation. 
Despite language of the courts as to the 
benefits flowing to the purchaser, these 
cases do not differ materially from an ordi- 
nary distribution of cash or property to 
shareholders in redemption of part of their 
shares without change in their propor- 
tionate interests, which generally is equivalent 
to a dividend. 

Prior to Holsey, the Tax Court in several 
cases involving facts somewhat similar to 
those in Zenz held that the purchaser of 
part of the shares did not realize income 
by redemption of the remaining shares.” 
In Ray Edenfield"* decided by the Tax 
Court in 1952, the parties entered into a 
written contract which recited that the 
sellers intended to sell the major portion 
of their shares to the issuing company in 
consideration for its installment notes se- 
cured by a second mortgage. It was agreed 
that the purchaser for a stated price would 
buy all of the shares excepting those that 
were to be sold to the company. The trans- 
action contemplated by the contract was 
completed and 12 days later, after appro- 
priate corporate action, the corporation bought 
the other shares. 

The Tax Court held that the purchaser 
did not realize income by virtue of the cor- 
poration’s payments on the installment notes 
that it had given to the withdrawing stock- 
holder, that a transaction in 
which a corporation reacquires its shares 
from a stockholder to effectuate 
sole ownership of the corporation by an- 


explaining 
retiring 


other, is not equivalent to a dividend, unless 
an obligation of the remaining stockholder 
is discharged or assumed by the redemption. 
The court said: 

“It requires no citation of authorities that 
such would be, taxable income to petitioner 


if the payments were made to discharge his 
indebtedness. We think, however, that it is 
entirely clear that the indebtedness was not 
the indebtedness of petitioner and his two 


associates and never was their indebtedness. 
The creditor was the Read estate and the 
debtor was the corporation, and petitioner 
and his two associates were merely the 
stockholders of the corporation which owed 
the debt. Under such state of facts it re- 
quires no citation of authorities to establish 
that payments on the debt did not result in 
dividends to petitioner.” * 

The Commissioner acquiesced in this de- 
cision.” 

Before continuing our analysis of Holsey, 
the decisions in Schmitt v. Commissioner ™ 
and Tucker v. Commissioner® should be 
noted. Decisions of the Tax Court against 
the taxpayer in both cases were reversed 
on appeal. In Schmitt the appeal was before 
the Third Circuit, which later heard the 
Holsey appeal. Tucker also is important, 
because in Holsey the Tax Court specifically 
refused to follow the decision of the Eighth 
Circuit in that case. 

An involved factual situation was pre- 
sented in the Schmitt case. After inheriting 
substantially all of the stock in a manufac- 
turing company, Mrs. Green attempted to 
sell the stock to Schmitt and Lehren, two 
key employees, who then held about 20 
per cent of the stock. Over a period of 
years several agreements were made for 
sale of the siock to them. Each of the 
agreements was subsequently canceled, be- 
cause of the employees’ inability to pay 
for the shares. Finally the corporation con- 
tracted to buy the shares from Mrs. Green 
for a stated amount pavable in designated 
annual installments period of 11 
It was contemplated that the pay- 
ments would be made out of current earn- 
ings. The corporation also purchased a few 
shares from other employees with the under- 
standing that the would be 
resold to them. After finally paying for the 
Green distributed 
them to Lehren as a stock 
dividend. small block of 
shares was sold to other employees. 


over a 
years. 


shares later 
shares, the corporation 
Schmitt and 
Subsequently a 


The Tax Court regarded the distribution 
of shares not as an isolated transaction, but 
as part of an over-all plan by which 
Schmitt and Lehren benefited through an 
increase in their proportional interests and 
for that reason held the distribution taxable. 





“Contra, Fox v. Harrison, 44-2 ustc { 9512, 
145 F. (2d) 521 (CA-7), aff'g 43-2 ustc { 9593 (DC 
N. D.) (subsequent redemption of shares from 
purchasing shareholder, who established that in 
purchasing the shares he acted as the corpora- 
tion’s agent, not considered dividend to him). 

6% Ray Edenfield, CCH Dec. 19,236, 19 TC 13 
(1952), acq., 1953-1 CB 4; Fred F. Fischer, cited 
at footnote 13; S. K. Ames, Inc., cited at foot- 
note 13; J. S. Hatcher, CCH Dec. 5723, 18 BTA 
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632 (1930), acq., IX-2 CB 25; A. M. Lawrence, 
CCH Dec. 4349, 13 BTA 463 (1928), acq., VIII-1 
CB 26. 

#® Cited at footnote 15 

* Ray Edenfield, cited at footnote 15, at p. 20. 

% Cited at footnote 15 

54-1 ustc $9156, 408 F. (2d) 819 
rev'g CCH Dec. 19,663, 20 TC 352 (1953). 

55-2 ustc § 9700, 226 F. (2d) 177 
rev’'g CCH Dec. 20,627, 23 TC 115 (1954). 
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In reversing that decision the court of ap- 
peals rejected the benefit theory, saying: 


“Whether this was a plan or not we do 
not see how the distribution of the common 
stock held in the treasury in proportion to 
what the stockholders already owned was a 
taxable event. During these years when 
Wolverine was buying its own shares it, of 
course, was subject to income tax as a 
corporation. Mrs. Green was subject to tax 
on whatever profit she made by the sale 
of these shares to the corporation. But 
what happened to warrant imposing a tax 
upon Schmitt and Lehren? If one owns a 
piece of real estate and, because of its 
favorable location in a city, the land be- 
comes increasingly valuable over a period 
of years, the owner is not subject to income 
taxation upon the annual increase in value. 
In the same way, if a man owns shares in a 
corporation which gradually became more 
valuable through the years he is not taxed 
because of the increase in value even though 
he is richer at the end of each year than he 
was at the end of the year before. If he 
that which has increased, of 
course he must pay tax upon his profits.” * 


disposes of 


This decision proved especially helpful in 
Holsey’s appeal. 

The Tucker case involved the ownership 
of The Universal Motor Company. It had 
a terminable franchise from Ford. Its out- 
standing were held 52 per cent by 
Fleck and his wife, 28 per cent by Tucker, 
and 20 per cent by Cox. Fleck also con- 
trolled and managed Fleck Motor Sales 
Company, a General Motors agency. Tucker 
managed Universal. Cox, an attorney, was 
not active in either company. A_ Ford 
representative advised Fleck and Tucker 
that for Universal to hold its franchise it 
was necessary that its manager own 51 per 
cent of its stock. He suggested that Fleck 
either leave Fleck Sales and resume the 
management of Universal or that he sell 
Tucker sufficient stock to give him control 
of Universal. And Universal was notified 
that if this suggestion were not carried out 
termination of its franchise would be con- 
sidered. Fleck was unwilling to follow 
Ford’s suggestion. Instead he persuaded 
Cox to sell his shares to Tucker, promising 
that if he did so the company would agree 
to pay him 20 per cent of its earnings dur- 
ing the next five years. Cox sold his shares 
to Tucker for $225 per share, a price which 
exceeded book value by 50 per cent. Upon 
consummation of the Universal en- 
tered into an agreement with Cox to pay 
him 20 per cent of its earnings for five 


shares 


sale, 





years. The agreement recited that the pay- 
ments were to be made in consideration for 
the sale by Cox of his shares to Tucker 
and that the sale of shares was necessary 
for Universal to hold its franchise. Mrs. 
Fleck then sold Tucker sufficient shares to 
bring his holdings up to 51 per cent. The 
Commissioner treated the annual payments 
to Cox as dividends to Tucker. 


The Tax Court held against Tucker say- 
ing that: “The law is well established that 
the disbursement of corporate earnings serv- 
ing the ends of a stockholder may consti- 
tute a dividend to such stockholder.” Upon 
reversing this decision the court of appeals 
in a very strong opinion said: 


“The agreement between the company 
and Cox represented what Fleck, while a 
controlling stockholder of the company, 
told Cox would be done if Cox would sell 
his stock to Tucker, thereby enabling Fleck 
to continue as active manager of the Fleck 
Motor Sales Company and at the same time 
to retain a 49% stock interest in The Uni- 
versal Motor Company. The deal that it 
made with Cox resulted in the company 
retaining its franchise—perhaps its most 
valuable asset—and was of benefit to it as 
well as to John R. Fleck and his wife and 
to Tucker. The contract between the com- 
pany and Cox was supported by a valuable 
consideration, and was for a proper corporate 
purpose, namely, to preserve a valuable cor- 
porate asset and to enable the company to 
continue as a going concern. We think to 
treat the payments made by the company 
to Cox, during the years in suit, as income 
constructively received by Tucker was car- 
rying the doctrine of constructive dividends 
too far. 


“We find no adequate basis in the evi- 
dence for the ruling of the Tax Court that 
The 
Universal Motor Company during the years 
in suit was legally taxable to Tucker, who 


Cox's income from his contract with 


did not receive it, could not have received it, 
and was certainly not benefited by the pay 
ments made by the company to Cox to any 
greater extent John R. Fleck and his wife 


and the company itself.” ® 


Court re- 
made no 
It flatly refused 


This is the decision the Tax 
fused to follow in Holsey It 
attempt to distinguish it. 
to follow it. 

After the Tucker decision and_ before 
Holsey, the Tax Court handed down its 
decisions in Oreste Casale™ and Henry E. 





21 Case cited at footnote 19, at p. 821. 
Case cited at footnote 20, at p. 179. 
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miums on “key-man insurance” were paid 
for the benefit of the shareholders and 
were to be taxed to them as constructive 
dividends. These decisions were to be re- 
versed at a later date by the First and 
Second Circuits. In each case the court of 
appeals rejected the benefit theory.” 

Earlier in Emeloid Company, Inc. v. U.S. 
the Third Circuit also had rejected the 
benefit theory in a case somewhat similar 
to the “key-man insurance” decisions. Again 
a court of appeals reversed the Tax Court 
and held that funds borrowed for the pay- 
ment of premiums for insurance on the 
lives of officers were borrowed 
porate purpose rather than for the personal 
benefit of the stockholders and therefore 
constituted borrowed invested capital for 
excess pré fits tax purposes 


for a cor- 


These are the decisions that were avail- 
able to guide the Tax Court. The court 
disregarded its decisions in Edenfield and 
earlier well as the 
sions of the courts of appeals in Tucker, 
Schmitt and Emeloid. And in holding the 
redemption a constructive dividend to 
Holsey the court relied principally on Wall 
v. U.S™ and Thomas J. French.* In each 
of these cases the use of corporate funds 
to satisfy an obligation of the taxpayer was 
held equivalent to a taxable dividend. The 
court dismissed, as being “without merit,” 
Holsey’s argument that he was not obli- 
gated to buy the stock and that the pay- 
ment by the corporation was not made to 
satisfy an obligation of his. The court said: 


similar cases, as deci- 


“The corporate act of payment could be 
for the stockholder and therefore construc- 
tively received by him without regard to 
whether it paid the stockholder’s debt. The 
test is a benefit test—whether or not the 
payment was for the personal benefit of 
the stockholder and personal benefits can 
result to a stockholder in situations other 
than satisfying his obligations.” ™ 

By this statement the Tax Court ap- 
parently extended the benefit test to cover 
every redemption of shares by closely held 
corporations shifting control from one stock- 
holder or group of stockholders to another. 

After reviewing the facts the Tax Court 
concluded that the “net effect” of the trans- 
action equivalent to a dividend to 
Holsey. The court noted that the option 
Was a personal contract; that it was of sub- 
stantial value; that the option was assigned 
to the company not gratuitously, but for 


Was 


the obvious purpose of paying the $80,000 
in exercise of it and thereby obtaining for 
Holsey exactly what he would have gotten 
if he made the payment personally, that is, 
all of the stock in the company. The court 
acknowledged that its opinion was opposed 
to the rationale of the Eighth Circuit in 
the Tucker case and said: “With due re- 
spect to the opinion of the Court we decline 
to follow it.” 


On appeal before the Third Circuit, counsel 
for Holsey wrote a brilliant brief.“ Turn- 
ing first to the benefit theory, counsel 
argued that the Tax Court erred in holding 
that Holsey realized income by the dis- 
tribution to Greenville merely because he 
benefited through an increase in his pro- 
portional holdings; that “The error was in 
failing to realize that the word ‘benefit’ is 
hic''y ambiguous and that only such 
benefits as constitute income within the 
Sixteenth Amendment are subject to the 
income tax”; that this error was the same 
as the error of the Tax Court in the 
Schmitt case, which was corrected on appeal 
by the Third Circuit; and that in this appeal 
of Holsey before the same court its decision 
in Schmitt was controlling. And it was 
argued that Holsey’s position also was sup- 
ported by recent decisions of the First and 
Second Circuits reversing the Tax Court 
and rejecting the “benefit” theory in Prunier 
and Casale, the “key-man insurance” cases. 
The brief then noted that Chief Judge 
Magruder, speaking for a unanimous court 


in Prunier, said: 


“*In a loose manner of speaking, it can 
be said that any corporate gain is a benefit, 
indirectly, to the stockholders, so that if a 
corporation becomes the beneficial owner of 
insurance policies, the stockholders receive 
thereof. Of this argu- 

too much, for it would 


the benefit course 


ment proves lead 
to the conclusion that profits made by a 
corporation in its business are automatically 
taxable income to the stockholders. This is 
contrary to the taxation scheme of the In- 


ternal Revenue Code. And the government 


is only contending in this case that it was 


the payment of premiums by the corpora- 


tion which constituted income to the in- 
sured employees and stockholders, which in 
itself is recognition of the corporation as a 
(248 F. 2d at 821).” 
argued that the re- 
demption, increasing Holsey’s proportional 
interest from 50 to 100 per cent, did not 


separate legal entity.’ 


Continuing, it was 





* Casale v. Commissioner, 57-2 ustc { 9920, 247 
F. (2d) 440 (CA-2); Prunier v. Commissioner, 
57-2 uste { 10,015, 248 F. (2d) 818 (CA-1). 

2651-1 ustc { 66,013, 189 F. (2d) 230 (CA-3), 
rev'g CCH Dec. 17,713, 14 TC 1295 (1950). 


Federal Tax Conference 


** Case cited at footnote 10. 
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have the effect of a dividend; that a distri- 
bution would have such effect only if 
proportional interests remained substantially 
unchanged; that the Tax Court put a strained 
and unnatural construction upon Section 
115(g)(1); that the redemption was for a 
purpose germane to the business of Holsey 
Sales Company; and that the arguments on 
these points were supported not only by the 
Eighth Circuit’s reversal of the Tax Court 
in Tucker but also by decision of the Tax 
Court itself in Edenfield, Fischer, 
Hatcher and Lawrence (with the Commis- 
sioner’s acquiescence in all but Fischer)" 
and even by language of the Fourth Circuit 
in Wall acknowledging that the remaining 
shareholder in that case would not have 
been subject to tax if the redemption had 
not operated to discharge his obligation.” 

Finally it was argued that the case was 
one involving tax policy; that the ability to 
dispose of stock through redemption with- 
out tax to remaining shareholders is im- 
portant in preserving investments in small 
corporations; that the Commissioner's at- 
tack on redemptions subjected small corpora- 
tions to a “tax strait-jacket”; that, while 
Congress has not spoken clearly on the 
subject, the courts have theretofore held 
redemptions like Holsey’s nontaxable; and 
that the Third Circuit “certainly ought not 
accept the invitation to 
mould fiscal policy by changing the law in 
this 
brief. 


Commissioner's 


case.” This was a strong, persuasive 
Counsel for the government “the 
handwriting on the wall” and in their brief 
dropped the benefit theory. It was dropped 
unobtrusively in a footnote saying: 


saw 


“The Tax Court did not apply a ‘benefit’ 
test as taxpayer contends. (Br. 6-7). Its 
statement (R. 46a) that the test is whether 
the payment is for the personal benefit of 
the stockholder made in the context 
of its discussion of whether the stockholder 
could be deemed to have constructively 
received a dividend even though it was not 
paid directly to him.” * 


was 


The government, relying to some extent 
on Commissioner v. Court Holding Company* 
argued that the assignment to the sales 
company was a sham and that in substance 
the transaction was a purchase by Holsey 
with corporate earnings. In the words of 
the brief the argument was that: 


“The gift of the option constitutes 
a mere sham which enabled the taxpayer to 

*t Cases cited at footnote 15. 

@ Case cited at footnote 10, at pp. 465-466. 

* Brief for Respondents, p. 12, footnote 3, 
Holsey v. Commissioner, cited at footnote 8. 
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acquire all of the stock as the par- 
ties contemplated should be done. 
The gratuitous assignment of the [valuable] 
option together with the fact that 
taxpayer, as president, personally exercised 
the option immediately after the assignment, 
clearly demonstrates that the assignment 
was a sham. Taxpayer may not use 
the device of a gratuitous assignment of 
the option to make the transaction appear 
to be something other than what it was in 
fact, a purchase by him of 50 per cent of 
the outstanding stock, His attempted 
assignment of the option could not, to 
paraphrase the Supreme Court [in Court 
Holding Company] transform a purchase by 
him into a purchase by the corporation merely 
by using the corporation as a conduit 
through which to pass title.” * 


Notwithstanding this argument the Third 
Circuit held for Holsey, again rejecting the 
benefit theory and also rejecting the gov- 
ernment’s argument that the assignment 
was a sham, stating that the Tax Court 
had not so found. Judge Maris wrote the 
opinion for the court. Judge Goodrich, 
who wrote the opinion in the Schmitt case, 
joined him in the decision and Judge 
McLaughlin dissented. 


Of the two Tax Court decisions, Bernard 
and Monroe Zipp preceded Holsey by several 
months. But we have reversed their order 
in our discussion, because the redemption 
problem in Holsey is more clear cut and 


because of the interest in the reversal of 
the Tax Court by the Third Circuit. The 
facts’ in the Zipp case are extremely 


volved and the steps in the reasoning ot 
the Tax Court are far from This 
may be attributable to the lack of a clearly 
defined redemption in Ztpp. 

In 1947, Louis Zipp owned 48 shares of 
the capital stock of Paramount Steel & 
Supply Company. His sons, Bernard and 
owned two re 

Contemplating marriage in 


clear 


Monroe, each one of the 
maining shares. 
mid-1947, Louis, on advice of counsel, put 
23 shares in the name of Bernard and 23 
in the name of Monroe. 

evidencing 
blank by the sons and turned over to ther 
father’s attorney, who kept them continu 
ously thereafter. The father filed a 
tax return and paid a tax thereon to make 
the transfer “look legal.” Subsequently, a 
deficiency in gift tax was assessed by the 
Commissioner and paid by Bernard 
Monroe, at the father, 


The certificates 


those shares were endorsed in 


git 


and 


request of their 


* Work cited at footnote 33, pp. 14-17 
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“because the stock was to become theirs 


upon his death.” 

In 1950, after a serious family dispute, 
the sons negotiated with the father to buy 
the business from him. After preliminary 
negotiations the made arrangements 
for the company to borrow $75,000 from 
one of its customers. The company then 
entered into a written agreement with the 
father to purchase the two shares held of 
record by him for a total consideration of 
$93,782.50 in cash and other property. The 
certificate for two shares was endorsed in 
blank by the father and surrendered. The 
finding of facts does not indicate to whom 
the certificate was surrendered or 
it was reissued and, if so, to whom, In 
addition, the father executed a memorandum 
acknowledging that he had no interest in 
the shares previously put in the names of 
Bernard and Monroe. This transaction, ac- 
cording to the Tax Court, left Bernard and 
Monroe owning all of the 50 shares of 
outstanding stock of Paramount. The con- 
sideration paid by Paramount to the father 
approximately equalled the company’s ac- 
cumulated earnings. 


sons 


whether 


The court found that the father did not 
make a bona-fide gift of the shares to his 
sons in 1947; that the memorandum exe- 
cuted by the father in 1950 constituted a 
written release by him of his rights in the 
shares previously put in his sons’ names 
in 1947; that the consideration received in 
1950 by the father from the company was 
shares in the 
company 


in exchange for all of his 


company; and that funds of the 


were used to purchase all of the company’s 


outstanding stock for Bernard and Monroe. 

Based upon these findings of fact, the 
court did not hold that there had been a 
distribution in redemption of stock essen- 
tially equivalent to a dividend under Sec- 
tion 115(g)(1) of the 1939 Code; 
merely held that Bernard and Monroe con 


instead it 


structively received a dividend under Sec- 


115(b). 


that “every distribution is made out of earn- 


tion That section merely provides 


ings and profits to the extent thereof, and 
from the most recently accumulated earn- 


* First Circuit: Casale v. Commissioner (key- 
man insurance), cited at footnote 25; Second 
Circuit Prunier v. Commissioner (key-man 
insurance), cited at footnote 25; Third Circuit: 
Holsey v. Commissioner (benefit test), cited at 
footnote 8; Schmitt v. Commissioner (benefit 
test), cited at footnote 19; Emeloid v. Commis- 
sioner (key-man insurance), cited at footnote 
26; Eighth Circuit: Tucker v. Commissioner 
(benefit test), cited at footnote 20: Tenth Cir- 
cuit: Sanders v. Fox (key-man insurance), 58-1 
ustc § 9415, 253 F. (2d) 855 (CA-10), rev’g 57-1 
ustc © 9661, 57-2 ustc { 9794, 149 F. Supp. 942 
(DC Utah). 
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ings and profits. In its holding the 
court relied heavily on the “benefit” test, 
saying: “The arrangements had the same 
effect as though the sole stockholders had 
withdrawn funds from Paramount for their 
own use and benefit.” On appeal, the 
Sixth Circuit affirmed in an opinion that 
added nothing to what already had been 
said by the Tax Court. 

The results of the decision seem de- 
cidedly unfair. The father, who got the 
distribution, paid only a capital gains tax. 
The sons, who were taxed on a constructive 
dividend of more than $90,000, wound up 
with an equity ot only $1,000, more or 
less, in the company. 


We probably have not heard the last of 
Holsey and Zipp. A motion for rehearing 
is pending before the Sixth Circuit in the 
Zipp case. A petition for a writ of certiorari, 
may be filed in either or both 
In any event we should not be lulled 
into a feeling of security by the decision of 
the court of appeals in Holsey 


or course, 


cases. 


While five circuit courts—the First, Sec 
ond, Third, Eighth and Tenth—have rejected 
the “benefit” 
or the “key-man insurance” 


test in either the redemption 


cases,” neither 
the Commissioner nor the Tax Court seems 
The controversy, 


Court, may 


willing to give up easily. 
unless it to the 


vears, as did the 


Supreme 


gets 
continue for controversy 
over distributions of dividends of property 
in kind.“ From current 


notes may come an idea that will encourage 
38 


legal articles and 


the Tax Court to stand its ground 
Tax Court 
should not 
unfortunately 


facts, the 
Zipp 
But 
they cannot be dismissed 


their 
Holsey 


concern, 


Limited to 
decisions in and 
cause much 
as off-beat cases 

field 
Inter- 
them as 


involving funny facts ! ther the 
offices nor the national office of the 
treated 


nal Revenue Service has 


such. It has been reported that in a num- 
field 


preted as applying rather generally to stock 


ber of offices the decisions are inter- 


redemptions 


In at least one advisor 


has written to members of 


instance, a tax 
Congress com- 


7 See Mintz and Plumb, “Dividends in Kind 
—The Thunderbolts and the New Look,’ 10 
Tax Law Review 41 (1954). 

*% For example, see Sneed, 
Court's Result in Prunier 
Cornell Law Quarterly 339 (1958) and Note, 
“Stock Redemptions in Close Corporations: A 
Plan for Taxation,’’ 67 Yale Law Journal 112 
(1957), in which the author argues that the Tax 
Court's decision in HOlsey should be applied 
in all redemptions by close corporations 


“Defense of Tax 
and Casale,’ 43 





plaining about the development of the bene- 
fit test and its unexpected applications. 
He particularly complained that the treat- 
ment of a redemption distribution as a 
constructive dividend to a remaining share- 
holder was completely unexpected, since 
Congress had not covered that point when 
it adopted the detailed provisions of Sec- 
tion 302 of the 1954 Code relating to the 
effect of redemptions generally and that 
taxation of remaining shareholders was in 
conflict with the policy underlying Section 
302. It is reported that a member of the 
House Ways and Means Committee, in 
commenting on this complaint, indicated 
that most tax men did not take the doc- 
trine of the Holsey and Zipp cases seriously 
until Zipp was affirmed; that the problem 
is one which requires attention; and that 
consideration will be given to it when the 
committee takes up the recommendations 
of the Advisory Group on Subchapter C. 
And a representative of the Joint Commit- 
tee on Internal Revenue indicated that 
Hoilsey and Zipp raise important questions 
of tax policy; that if, correctly interpreted, 
these decisions are so broad that they apply 
to all redemptions, they have introduced a 
new concept in taxation which should be 
carefully considered; that the staff of the 
joint committee is reviewing the problem 
and has asked the Treasury Department to 
do likewise. Tax men would be well ad- 
vised to keep the House Ways and Means 
Committee and the Staff of the Joint Com- 
mittee informed as to any unusual problems 
they may have in this area. 


Prior to the decision of the Tax Court 
in Holsey, the Reorganization and Dividend 
Branch of the national would rule 
favorably as to the effect of a redemption 
on the remaining long as 
he had no previous obligation to purchase 
the stock of the withdrawing 
shareholder. After the Tax Court decision, 
the Service continued to rule favorably, if 
the remaining shareholder didn’t have an 
option to buy and never had been a party 


office 
shareholder, so 


selling or 


to any discussions regarding the purchase 
of the other shareholder’s stock. 

To satisfy this requirement it had to be 
established that: 

(1) There never has been any discussion 
or negotiations whatsoever on the part of 
the remaining shareholder regarding pos- 
sible acquisition of the other’s stock. 

(2) There never have been negotiations 
for or discussion of an option for the re- 
maining shareholder to acquire the other’s 
stock. 


(3) There never has been any buy-and- 
sell agreement between the parties or cross 
insurance whereby the stock of either party 
might be acquired by the other or redeemed 
by the corporation to the other’s benefit. 

More recently, there has been some indi- 
cation that favorable rulings may be given 
in cases involving corporate-purchase agree- 
ments funded by life insurance payable to 
the corporation. 3ut it is too early to 
ascertain whether favorable rulings will be 
given in cases involving the assignment of 
an option as in the Holsey case 

Where a corporation is controlled by 
father and son, or a brother and his sisters, 
and it redeems the stock of member 
of the family group, thereby terminating 
his interest, within the meaning of Section 
302(b)(3) of the 1954 Code, and the attribu- 
tion of ownership rules are not applicable 
because of Section 302(c)(2), the 
has ruled that the redemption is a distribu 
tion in exchange for the stock and that the 
withdrawing shareholder therefore realizes 
a capital gain or loss.” But it is reported 
that under these circumstances it is difficult 
to obtain a favorable ruling as to the effect 
of the redemption on the remaining share- 
holder or shareholders. And if the family 
relationship is that of husband and wife, 
the Service will not give a favorable ruling 
to either the withdrawing or remaining 
shareholder. It also is reported that it will 
not give a favorable ruling to the remaining 
shareholder if the redemption price is pay- 
able to the withdrawing shareholder in 
installments over a period of years. 


one 


Service 


Early this year in a case involving an 
unusual factual situation, a favorable ruling, 
not yet published, was issued. To settle 
a will contest the widow of the controlling 
shareholder of a corporation offered 
approximately 25 per cent of the company’s 
outstanding stock. The other beneficiaries 
under the decedent’s will were members of 
his family who did not participate in the 
management of the company. 
indicated that she would accept the offer 
only if assured that she could sell the 
stock to the company at a satisfactory price. 
The company in turn indicated that in order 
to protect its business and guard 
against the possible sale of the stock to a 
competitor it was willing to buy the shares 
at a specified price. 


Was 


The widow 


interest 


On these facts the Service ruled that the 
amount that is distributed in redemption 
of the widow’s shares will be treated as in 
full payment for the stock as provided in 
Section 302(a) and Section 302(b)(3) and 
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that no part of the amount so distributed 
will be treated as a taxable dividend to 
the remaining shareholders. The extent to 
which prior negotiations with other share- 
holders had to be negated to obtain this 
ruling is illustrated by statements in the 
ruling letter to the effect that the other 
beneficiaries of the estate had no desire to 
purchase the stock; that there had not been 
any options or agreements directed toward 
such an acquisition by the estate or its 
beneficiaries; that negotiations with respect 
to redemption had been solely between 
the widow and representatives 
company; and that the officer who 
the negotiations for the com- 
pany was neither a beneficiary of the estate 
nor a_ beneficial 
company. 


counsel for 
of the 
carried on 


owner of shares in the 


The letter also contained the stock caveat, 
usually included in any ruling on a redemp- 
tion, that opinion 
the tax treatment of the amount, if any, by 
which the redemption price exceeds or 1S 

than the fair market value of the 
stock redeemed” and that the ruling “shall 
not be considered as in any way affecting 
the possible application of Section 531 
.’ The purpose for the reservation 
the treatment of the amount by 
which the redemption price exceeds or is 
less than the fair market value of the stock 
is not entirely clear. But it 
that in the 
argued that the transaction was equivalent 
to a dividend because the redemption price 


“no Ss expressed as to 


less 


as to tax 


must be re 


membered Holsey government 


was less than book value and in Fred F. 
Fischer the government argued that the 
excess of the redemption price over fair 
value was a dividend to the remaining 
shareholders. So it is clear that even with 
a favorable ruling the taxpayer still has 
problems. Even so, a ruling certainly 
should be requested in a case of this sort. 
The Service might clarify these matters 
by making a public announcement as to 
If it 
legislation may be required 
for a finai solution of the problem. Until 
then, the Treasury Department’s attack 
upon redemptions will be in conflict with 
the tax policies underlying the enactment 
of Section 337 of the 1954 Code preventing 
a double tax upon a sale of corporate assets 
tollowed by a liquidation of the company 
and the corresponding basis provisions ot 
Section 334(b)(2) and of Section 302(b)(3), 
distribu- 
the 
owned by a stock- 
payment in 
conflict with 
is especially marked, 
held the heads of 
the remaining shareholders in closed 
porations nullifies the provisions of that 
hoped that will 
continue to follow the policies that prompted 
the enactment in 1954 of the sections just 
mentioned and, if necessary, will grant 
relief from the threat of Holsey and Zipp 
{The End] 


its position on the Holsey decision.” 
fails to do so, 


provide that a 
tion in complete redemption of all of 
stock of a corporatior 
holder shall be 
exchange for the stock The 
Section 302(b)(3) 
since the threat 


which specifically 


treated as a 


over 


cor- 


section It is Congress 


Corporate Accumulation 


of Earnings 
By DAVID ALTMAN, Chicago Attorney 


| ERE ARE TWO new and important 

Section 531 developments during 1958. 
Both favorable to 
many corporations concerned as to whether 


developments are very 


their failure to pay adequate dividends may 

“In a news release of September 19, 1958, by 
the Internal Revenue Service ‘‘another U. S. tax 
policy of benefit to taxpayers, courts, lawyers 
and the government was announced os 
The release went on to quote Arch M. Cantrall, 
chief counsel, as saying: ‘‘As soon as we decide 
not to contest an adverse decision on a signifi- 
cant case, we will announce our position so the 
public may know we are conforming with the 
court's decision without further delay instead 
of waiting until the necessary modification or 
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subject them to the penalty tax on their 
accumulated corporate earnings. 

1958 development must be 
but it appears that 
Treasury policy 


The first new 
stated provisionally, 
under a change of basic 
revocation of outstanding rulings or regulations 
are made.’' Two months have passed since the 
Third Circuit handed down its decision in 
Holsey, but so far no announcement has been 
made as to the position of the Service. (On Qe- 
tober 30—the same day on which Mr. Graham 
delivered this address—the Internal Revenue 
Service, in Technical Information Release No. 
109, announced that it will follow the Third 
Circuit decision in Holsey in cases involving 
similar facts and circumstances.—Editor.) 
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rather inconspicuously disclosed in the pro- 
posed new Treasury regulations, a corpo- 
ration may now be permitted to successfully 
avoid the Section 531 penalty tax by using 
its retained or accumulated earnings to set 
up or buy any business no matter how unre- 
lated to its present business. 


Publicly owned corporations* have been 
on a virtual spree of diversification of pur- 
chasing strange bedfellows; but the closely 
held corporation has not generally felt free 
to use its accumulated or retained earnings 
with similar freedom ®* instead of distributing 
such earnings as dividends. 

Normally, such a privately owned corpo- 
ration advised* that unless it 
really earnings for its present 
business or for expansion into related prod- 
ucts or business, it has only two alternatives : 

(1) Pay out the earnings as dividends 
taxable to its shareholders; or (2) have 
such earnings penalty taxed to the corpo- 
ration under Section 531. 


been 
needed _ its 


has 


But if the apparent policy of the 
Treasury is finally adopted, the corporation 
would have a new or third alternative, namely 
to use its earnings to acquire a completely 
unrelated his would new 
vistas to corporate management of closely 
held corporations (despite certain indicated 
limitations which will be presently discussed ) 
and could have tremendous implications both 
taxwise and otherwise. 


new 


business. open 


New $100,000 Minimum Credit 

The second new 1958 development is an 
Internal Revenue Code amendment which 
prospectively increases the minimum credit 
or exemption from the Section 531 penalty 


1CCH Standard Federal Tax Reports (Code 
Volume) 36,351; Federal Register, January 
15, 1958, p. 271 

2In the House 


of H. R. 8300, 83d 
Cong., 2d Sess. <which became the Internal 
Revenue Code of 1954), Sec. 532 provided an 
absolute exemption from the penalty tax for 
all corporations which were publicly held, that 
is, which had more than 1,500 shareholders, 
none of whom owned or were regarded as own- 
ing more than 10 per cent of the stock of the 
corporation. This exemption was deleted by the 
Senate Finance Committee on the grounds that 
it would be very difficult for a corporation to 
establish whether it was entitled to the ex- 
emption, and because the tax had not been 
applied to publicly held corporations. (S. Rept. 
1622, 83d Cong., 2d Sess. (1954), p. 69.) Tech- 
nically, therefore, with certain statutory ex- 
ceptions, all corporations are subject to the 
accumulated earnings tax provision of the 
Code, regardless of size or the number of 
shareholders. 

in the Trico cases (Trico Products Corpora- 
tion, CCH Dec. 12,425, 46 BTA 346 (1942), aff'd, 
43-2 ustc §9540, 137 F. (2d) 424 (CA-2), 
cert. den., 320 U. S. 799 (1943); and Trico 
Products Corporation v. McGowan, 46-2 ust 
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tax from $60,000 to $100,000 of accumulated 
earnings.’ So if you deal only with corpora- 
tions whose total earned surplus will be 
less than $100,000, you need have no further 
interest in this subject. 

But what if your corporation’s earnings, 
past and present, exceed $100,000 (or for 
years prior to 1958, $60,000) ? Then, in addi- 
tion to the regular corporate tax of 30 per 
cent and surtax of 22 per cent on corporate 
income in excess of $25,000 making up the 
52 per cent corporate rate, your corporation 
may subject to the Section 531 
penalty tax of 38% per cent (or reduced rate 
of only 27% per cent applicable to the first 
$100,000) on such of the corporate earnings 
as are not paid out as dividends but are per- 
mitted to accumulate beyond the reasonable 
needs of the business for the purpose of 
avoiding the income tax with respect to its 
shareholders. 


also be 


Despite its ominous terms, many are ask- 
ing: What is there really left of ola Section 
102 to worry about now that there is a 
$100,000 minimum credit or an even larger 
credit to whatever extent the earnings can 
be found to be retained for not only the 
current needs but even 
anticipated future needs of the business? 


for the reasonably 


In truth, for many thousands of corpora- 
tions, there is no longer anything to worry 
about under Section 531. And those who 
criticized the 1954 Code changes as an 
“emasculation” of Section 102, and reached 
“the conclusion that the tax has been reduced 
to a level of general impotency,” may now 
have new reason to doubt that the accumu 
lated 
effective device in preventing tax avoidance.” ' 


earnings tax” is a meaningful, and 


§ 9338. 67 F. Supp. 311 (DC N. Y.), aff'd, 48-2 


ustc £ 9344, 169 F. 
335 U. S. 899 


(2d) 343 (CA-2), cert. den., 
(1948)), the accumulated earn- 
ings tax was applied even though approxi- 
mately 2,200 individuals held approximately 
25 per cent of the stock of Trico, but the 
balance was held by six persons who controlled 
the corporations. Patterns of ownership com- 
parable to that in Trico must, of course, 
continue to be treated as falling outside of the 
category of public ownership normally con- 
sidered to insulate a corporation from Sec. 531. 


under ‘Prior 
Businesses. "" 


* This point is discussed below 
Law on Acquiring Unrelated New 

*See footnote 37, below. See, also, Holz- 
man, The Tax on Accumulated Earnings 
(Ronald Press Company, 1956), p. 16; CCH 
Standard Federal Tax Reports { 3309.02) 
3321.016; R. I. A. { E-1105; Casey, Tax Control, 
{ 2650; Prentice-Hall, Tax Ideas, { 7013.3. 

5 Sec. 205, Small Business Tax Revision Act 
of 1958, Pub. L. 85-866, 85th Cong., 2d Sess., 
amending 1954 Code Sec. 535(c). 

®*See Hall, ‘Revision of the 
nue Code and Sectien 102," 
Journal 275, 286 (1955). 

(Continued on following page) 
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Indeed one may ask, if, as is later dis- 
the Treasury regulations will ap- 
prove the use of earnings to acquire unrelated 
businesses and if such approval can be 
readily hooked up with the “reasonably 
anticipated needs” clause of Section 537, will 


cussed, 


it be possible that corporate management 
could then be advised that earnings need 
not be paid out as dividends taxable to 
shareholders but may be safely retained and 
accumulated for the aquisition or develop- 
ment of new related or unrelated lines, prod- 
ucts or business which in good faith it is 
reasonably anticipated the corporation will 
acquire ? 


Before we examine possible answers to 


these very important questions, which in the 
asking may seem to imply that in the light 
of recent developments the sky may be the 
limit, let us first ask what of the somber 
shadows cast by Pelton Steel and other re- 


(Footnote 6 continued) 

“Accordingly, it is possible that the change 
made by the new law [in providing an accumu- 
lated earnings credit] may nullify the effective- 
ness of this tax as a deterrent to unreasonable 
accumulation.'’ (Kilcullen, Taxing the Improper 
Accumulation of Corporate Surplus (Practising 
Law Institute, 1956), p. 6.) See, however, 
Cohen, Phillips, Surrey, Tarleau and Warren, 
“The Internal Revenue Code of 1954: Carry- 
Overs and the Accumulated Earnings Tax,’’ 10 
Tax Law Review 277, 305 (March, 1955). 

One writer suggests that if the Sec. 102 tax 
were to be applied only to the unreasonable por- 
tion of the accumulation, as it now is: ‘Section 
102 liability would be asserted much more 
frequently, and used by the Bureau for horse 
trading purposes in determining tax liability. 
When it is a question of whole hog or none, 
the penalty will probably be asserted only in 
those cases where the avoidance is clear-cut and 
could be rather easily proved."" (Barker, ‘‘Re- 
cent Section 102 Developments,'’ Proceedings 
of the New York University Eleventh Annual 
Institute on Federal Taxation (1953), pp. 97, 
106.) See, also, Krystal, “‘Changes in Section 
102—Surtax on Improper Accumulation of 
Surplus,"’ Proceedings of Seventh Tax Insti- 
tute, University of Southern California (1955), 
pp. 409, 415. 

* Cited at footnote 13 

*See Barker, ‘Penalty 
Improperly Accumulating Surplus,’’ 35 TAXEs 
949 (December, 1957); Kopperud and Donaldson, 
“The Burden of Proof in Accumulated Surplus 
Cases," 35 TAXES 827 (November, 1957); Tar- 
leau, ‘‘The Burden of Proof in the Tax Court 
in Accumulated Earnings Tax Tax 
Forum No. 182 (February 4, (unpub- 
lished). 

* Barker, article cited at footnote 8; Frost & 
Burns, ‘‘Current Tax Problems While Operat- 
ing as a Corporation,”"’ Proceedings of Tenth 
Tax Institute, University of Southern California 
(1958), p. 117; Sorden, *‘CA-7 Opinion in Pelton 
Steel Clouds Rule on Surplus Accumulation,"’ 
8 Journal of Taxation 254 (April, 1958); Note, 
10 Alabama Law Review 473 (1958). 

” For convenience, unless otherwise noted, 
all references in this paper to Sec. 531 are 
intended to embrace Sees. 531-537 inclusive which 
constitute the several Internal Revenue Code 


Tax on Corporations 


Cases,"" 
1957) 
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cent decisions?* These have been criticized 
by many, not only as frustrating the ex- 
plicit intention of Congress itself with re- 
spect to shifting the burden of proof to the 
Commissioner in Tax Court cases * but also 
‘of raising grave doubts as to when and 
whether, without incurring the penalty tax 
under Section 531, corporate earnings can 
be used for stock redemptions and, thus, 
raising penalty tax prospects with respect to 
even redemptions of the type that are widely 
and almost routinely provided for under the 
familiar stock purchase agreements.” 

Does all this mean that 
getting tougher or easier, or both? 
believe, does it depend on what 
Section 531 ” we are talking about? 


Section 531 is 
Or, as I 
area oO! 
To ana- 
lyze these questions and delineate possible 
answers and my conclusions, and with only 
the barest reference to the [ 
this special tax ™ 


history of 
and to the very important 


long 


sections relative to the 
penalty tax 

"The Sec 531 tax, formerly occurring 
under Sec. 102, has always been a_ contro- 
versial tax. While it originated with the first 
income tax in 1913 as a direct tax against the 
shareholders, under the Revenue Act of 1921 
it was changed to a tax against the corporation. 
To most corporations the tax has usually been 
more of a threat than an actuality, though 
the case of the corporations against which ic 
has been successfully asserted, the companies 
have been sometimes very badly and even re- 
peatedly hit. 

In 1938 (with repeal of the undistributed cor- 
porate earnings tax) at the Treasury's urging, 
Congress sought to put some teeth into Sec 
102 by providing that the mere fact that the 
corporation was a holding or investment com- 
pany, or the mere fact that any corporation re- 
tained earnings beyond the reasonable needs of 
its business, should be determinative of the fact 
that the corporation was being used to avoid 
shareholder income taxes “‘unless the corpora- 
tion by the clear preponderance of the evidence 
shall prove to the contrary."’ 

Fortified with this objective method of estab- 
lishing the subjective prohibited intent of using 
the corporation to avoid shareholder dividend 
taxation, Treasury enforcement was stepped up 
and it is believed many corporations made divi- 
dend distributions to protect themselves against 
Treasury attack. The enforcement program 
was further implemented by a Treasury deci- 
sion that every corporation distributing less 
than 70 per cent of its earnings would be care- 
fully scrutinized by a revenue agent and that 
special attention would be given where the com- 
pany had made loans to its shareholders, had 
large current or accumulated earnings not 
needed for the business, and where assets or 
investments unrelated to the corporation's busi- 
ness had been made. (T. D. 4914, 1939-2 CB 
108.) This Treasury decision has never been 
revoked. (T. D. 5398, 1944 CB 194.) 

The corporation income tax return form for 
the year 1946 contained a question: “‘If the 
total of Line 1 of Schedule M. page 4 [total dis- 
tributions to stockholders charged to earned 
surplus during the taxable year] is less than 


accumulated earnings 
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and widely discussed 1954 Code changes ™ 
familiar to you tax-sophisticated people, I 
should like to consider: 

(1) the cases decided since 1954 and what 
they mean, especially on the major question 


of the use of corporate earnings for stock 


redemptions; and 


(2) the new provisions in the 1958 pro- 
posed Treasury regulations, particularly those 
indicating a major policy change permitting 
diversification into unrelated businesses. 


Recent Cases Since 1954 
Since there have been only 23 court deci- 
sions ™ since 1954, the statistic of 12 govern- 





(Footnote 11 continued) 
70 per cent of the earnings and profits for the 
taxable year, state reasons for retention of such 
earnings and profits."’ This caused great con- 
sternation and was widely criticized, so that 
the next year the question was dropped from 
the return form. 

This did not result in any better understand- 
ing in respect to the Sec. 102 penalty tax 
Efforts to amend the law came from the various 
professional bodies and business organizations 
and the bill of particular complaints was loud 
and long but, in the main, centered on the 
points which finally to a large degree were 
adopted in the 1954 Code. (See footnote 12.) 

For a general historical discussion see: Bolan, 
“Section 102: A Persistent Menace to Closely- 
Held Corporations,'’ 27 St. John’s Law Review 
1 (1952) Cary, ‘‘Accumulations Beyond the 
Reasonable Needs of the Business: the Dilemma 
of Section 102(c),’’ 60 Harvard Law Review 1282 
(1947); Rudick, ‘Section 102 and Personal Hold- 
ing Company Provisions of the Internal Revenue 
Code,"' 49 Yale Law Journal 171 (1939); and 
Rudick, “Effects of the Corporate Income Tax 
on Management Policies’’ 2 Howard Law Jour- 
nal 232 (1956) 

" The five main changes brought about by the 
1954 Code were 

(1) An unquestionable exemption of an accu- 
mulation of up to $60,000, now increased by a 
1958 amendment up to $100,000, was granted. 
This, of course, has amounted to a virtual re- 
peal of the penalty tax for many thousands of 
small companies. It has also created an incen- 
tive to seek to divide businesses up, either ini- 
tially or currently, into multiple corporations 
to obtain two or more separate $100,000 credits, 
as well as the initial $25,000 exemption from the 
regular corporation surtax. 

(2) The burden of proof to some degree was 
shifted from the corporation to the Commis- 
sioner. The mechanism is that when the tax- 
payer is notified that the penalty tax is to be 
asserted against it, it may file a statement stat- 
ing the reasons for retaining its earnings. 
Thereupon, the burden of proof as to those 
particular reasons is shifted by statute to the 
Commissioner. However, the Commissioner has 
taken the position that this is not true where 
sufficient facts are not stated by the taxpayer 
in its statement of reasons. The Tax Court, 
however, has ducked the whole issue by deciding 
its cases irrespective of the burden of proof. 
In any event, the burden of proof as to the ulti- 
mate statutory test, namely, whether the corpo- 
ration has been used to avoid shareholder in- 
come taxes is not shifted. As to pre-1954 years, 
this is quite important, but as to cases for 1954 
and subsequent years, it is important only as to 
holding or investment companies. The reason 
is stated in the next sentence. 

(3) The third important change was to im- 
pose a tax only on that portion of the earnings 
unreasonably accumulated. This has been done 
through the mechanism of granting an accumu- 
lated earnings credit for earnings reasonably 
retained for the needs of the business. Thus, 
there is now the logically anomalous situation 
that a corporation could technically or actually 
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be utilized to avoid the shareholder income taxa- 
tion and yet the penalty tax on the corporate 
income subject to the penalty tax could be little 
or nothing after application of the credit if 
there were indeed good business reasons for 
retaining the earnings. This will be discussed 
in greater detail shortly Before the change, 
the imposition of the tax was an all-or-nothing 
issue, but now this is no longer true If the 
accumulation exceeds $100,000, then, except in 
the case of holding or investment companies, the 
penalty tax will apply only to that portion of 
the retained earnings that have been unreason- 
ably accumulated. To date, however, there has 
been no court decision that has found such an 
intermediate result, nor do there appear to be 
any 90-day letters that take such an intermedi- 
ate position 

(4) A deduction 
paid within 2", 
taxable year 

(5) Finally, Congress has specifically stated 
that earnings might be accumulated not only 
for the immediate needs of the corporation but 
also for the “reasonably anticipated needs.” 
However, the committee reports and proposed 
regulations both stress that this does not mean 
that vague indefinite and uncertain plans will 
suffice there must be a clear indication 
that the future needs of the business require 
such accumulation, and the corporation must 
have specific, definite and feasible plans for the 
use of such accumulation.”’ (Italics supplied.) 

For a general discussion of the foregoing 
changes in the 1954 Code, see Berger, ‘Did the 
Revenue Act of 1954 Emasculate Section 102 of 
the 1939 Code?"’ 33 TAxes 371 (May, 1955); 
Cohen, Phillips, Surrey, Tarleau and Warren, 
article cited at footnote 6; Hall, “Revision of 
the Internal Revenue Code and Section 102,"" 8 
National Tax Journal 275 (1955); Lowrimore, 
“Planning to Avoid Tax for Improperly Accu- 
mulating Corporate Surplus,’’ 1 Journal of Tara- 
tion 3 (October, 1954) 

One writer points out that the tax on accumu- 
lated earnings now applies whenever an accu- 
mulation is made for the purpose of avoiding 
the income tax with respect to its shareholders 
(Rado, ‘Foreign Investment Companies and 
Subchapter G Penalties,’’ 35 TAXeEs 423, 425 
(June, 1957).) Under Sec. 102, the prohibited 
purpose was the prevention of the imposition 
of surtax upon the corporation's shareholders. 

The effect of the 1954 change in the definition 
of this prohibited purpose, is to subject to the 
penalty tax a foreign corporation, all of the 
shareholders of which are nonresident aliens, 
not engaged in a trade or business in the United 
States, if any dividend distribution by the cor- 
poration would be considered as income from 
United States sources, in whole or in part. The 
reason for this difference in result under the 
1954 Code is that the tax imposed on such non- 
resident aliens by 1954 Code Sec. 871 and 1939 
Code Sec. 211(a) is not a surtax, but rather a 
flat-rate income tax. 

% This footnote lists all 23 cases decided by 
the Tax Court, the district courts and the courts 
of appeal since 1954; hence, wherever these 
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dividends 
of the 


was granted for 


months after the close 





ment wins is not too meaningful, although 
it may be more than merely interesting to 
note that while the government did not 
appeal from any of its eight Tax Court 
losses, the taxpayers did appeal from eight 
of their 11 Tax Court but 
were successful in winning a reversal in only 


adverse cases 


one Case, 

Despite the Section 534 provision for a 
shift of the burden of proof to the govern- 
(Footnote 13 continued) 
cases are hereinafter referred to, both 
body of this article or in the footnotes, 
“cited at’’ reference will be omitted 

The Tax Court cases decided in favor of the 
Commissioner are: Latchis Theatres of Keene, 
Inc., CCH Dec. 19,509, 19 TC 1054 (1953): #. L. 
Bride, et al., CCH Dee. 19,963(M), 12 TCM 1230 
(1953): Belaire Management Corporation, CCH 
Dec. 20,205, 21 TC 881 (1954): Kerr-Cochran, 
Inc., CCH Dee. 20,954(M), 14 TCM 304 (1955); 
Egan, Inc., CCH Dee. 21,003(M), 14 TCM 421 
(1955): Smoot Sand & Gravel Corporation, CCH 
Dec. 21,668(M), 15 TCM 418 (1956); Hedberg- 
Freidheim Contracting Company, et al., CCH 
Dec. 22,071(M), 15 TCM 1433 (1956); Pelton 
Steel Casting Company, CCH Dee. 22,344, 28 TC 
153 (1957): Estate of kgan, CCH Dee. 22,531, 28 
TC 998 (1957): Jerome E. Casey, CCH Dec 
22,689(M), 16 TCM 1024 (1957) and Kerr- 
Cochran, Inc., CCH Dec, 22,934, 30 TC No 
6 (1958) 

The Tax 


in the 
the 


cases decided in favor of the 
taxpayers are Al Goodman, Inc., CCH Dec 
20,665, 23 TC 228 (1954), acq., 1955-1 CB 4 
Central Motors, Inc., CCH Dee. 20,502(M), 13 
TCM 781 (1954): F. H. Ayres &@ Son, CCH Dee 
20,603(M), 13 TCM 952 (1954); Newman Machine 
Company, inc., CCH Dec. 21,923, 26 TC 1030 
(1956), acq.. I. R. B. 1957-6, 8: Thomas W 
Briggs, CCH Dec. 21,675(M), 15 TCM 440 (1956) 
Breitfeller Sales, Inc., CCH Dec. 22,568, 28 TC 
1164 (1957), acq., I. R. B. 1958-13, 8; Penn 
Needle Art Company, CCH Dee, 23,000(M), 17 
TCM 504 (1958): F. E. Watkins Motor Com- 
pany, Inc., CCH Dee. 23,233, 31 TC . No, 31 
(1958) 

The 
sioner were 
Latchis Theatres 
sioner, 54-2 ust« 


BE. L. Bride v 


Court 


Tax for the Commis- 


following 


Court decisions 
affirmed in the 
of Keene, inc. v. Commis- 
9544, 214 F. (2d) 834 (CA-5); 
Commissioner, 55-2 ustc § 9547, 
224 F. (2d) 39 (CA-8); Egan, Inc. v. Commis- 
sioner, 56-2 ustc § 9779, 236 F. (2d) 343 (CA-8); 
Pelton Steel Casting Company v. Commissioner, 
58-1 uste ©9179, 251 F. (2d) 278 (CA-7); Head- 
berg-treidheim Contracting Company v. Com- 
missioner, 58-1 wustc 99254, 251 F. (2d) 839 
(CA-8): and Kerr-Cochran, Inc. v. Commis- 
sioner, 58-1 uste § 9352, 253 F. (2d) 121 (CA-8). 

The only Tax Court reversal in any case de- 
cided since 1954, involving unreasonable accu- 
mulations, was in Smoot Sand & Gravel Cor- 
poration v. Commissioner, 57-1 uste © 9376, 241 
F. (2d) 197 (CA-4), which case was remanded 
for further findings. Actually, the reversal re- 
lated only to the Tax Court's disposition of two 
of the issues involved in the case: the amount 
of working capital reasonably required by the 
petitioner, and the reasonableness of the tax- 
payer's belief that it might be forced to enter 
a new, related, additional business. The peti- 
tioner applied for certiorari which was denied 
(354 U. S. 922 (1957)). The Tax Court heard the 
case on remand, in May, 1958, but no decision 
has yet been rendered. 
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ment as to the reasonable needs of the busi- 
ness, and despite the strenuous and repeated 
efforts of practitioners to get pretrial rulings 
on the burden of proof, the Tax Court con- 


tinues to reserve this question until after 


trial and then decides its cases on the sub- 
the 
There has been no clear appellate 


stantive merits rather than burden of 


pre of." 
holding to date approving or disapproving 
of this practice that has so agitated the bar. 


The taxpayer's appeal in Jerome E 
pending before the Second Circuit. 

All four of the district court decisions on this 
subject, since 1954, were decided in favor of the 
taxpayers 

KOMA, Inc. v 53-2 ustc % 9463 
Okla.): Harry M. Stevens, Inc. v. Johnson, 53-2 
ustc { 9562, 115 F. Supp. 310 (DCN. Y.); Brad- 
ford-Wonderly Investment Company v. U. S., 
57-1 ustc § 9494 (DC Colo., 1956): and Bradford- 
Robinson Printing Company v. U. S., 581 ust 
£ 9262 (DC Colo., 1957). 

Two of the foregoing district court decisions 
were appealed by the government, resulting in 
one affirmance and one reversal: KOMA, Inc. 
v. Jones, aff'd, 55-1 ustc © 9132, 218 F. (2d) 530 
(CA-10); and Harry M, Stevens, Inc. v. Johnson, 
rev'd 56-2 uste © 10,037, 238 F. (2d) 436 (CA-2) 

“The Tax Court declined to rule prior to or 
during the trial, and reserved for ultimate de- 
termination the burden-of-proof issue, in Pelton 
Steel Casting Company, Breitfeller Sales, Inc 
Kerr-Cochran, Inc., F. E. Watkins Motor Com- 
pany, Inc., and I. A. Dress Company, Dkt. No 
6327 See Report of the American Bar Associa- 
tion, Subcommittee on Section 534 Procedure 
Before the Tax Court 

The following were all 
merits in the Tax Court after August 11, 1955, 
and hence, were subject to the provisions of 
Sec. 534 regarding the burden of proof. The 
quotations illustrate the manner in which the 
court has treated the burden of proof 

Jerome E. Casey: ‘Since our conclusion rests 
on a consideration of the record as a whole, it 
is unnecessary for us to determine under Sec- 
tion 534 of the Internal Revenue Code of 1954 
where the burden of proving business necessity 
lies 

Penn Necdle Art Company ‘This issue has 
been decided after consideration of the record 
as a whole and without particular attention to 
questions as to where the burden of proof lay 
See Pelton Steel Casting Co., 28 T. C. 153; 
Breitfeller Sales, Inc. supra.’ 

Kerr-Cochran, Inc.: ‘‘However, as to the suffi- 
ciency of the supporting facts of the remaining 
eight grounds given by the petitioner, it is 
unnecessary for us to decide, since, assuming 
that the burden of proof has been shifted to the 
respondent, he has successfully met this bur- 
den.”’ 

Breitfellier Sales, Inc.: ‘‘We arrive at this 
result on the record as a whole and, although 
the matter is the subject of controversy between 
the parties, without the necessity of determin- 
ing under Section 534, I. R. C. 1954, where the 
burden of proving business necessity lies. Cf 
Pelton Steel Casting Co., 28 T. C. 153, on appeal 
a oR he 

Pelton Steel Casting Company: ‘In view of 
the foregoing, the question of whether or not 
the earnings or profits of petitioner were per- 
mitted to accumulate beyond the reasonable 
needs of the business is not essential to our 

(Continued on following page) 
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Jones, (DC 


tried on their 


cases 





As has been the case with the pre-1954 
the taxpayers have usually not been 
content to advance one or two grounds to 
justify an accumulation of corporate earn- 
ings, but, rather, have in almost every case 
asserted many grounds” as reasons. Most 
of us would rather have real-good 
reason than ten half-good reasons, but when 
you are trying your case, how can you be 
sure which reason will be the one that most 
impresses the court? 


cases, 


one 


In each case, the court usually makes the 
familiar statement that it must be decided 
on its own particular facts since the question 
is primarily factual.” This familiar state- 
ment rather tends to rob the cases of general 
interest. Yet, to a practitioner it should be 
very hopetul, because if it is a fact question, 
then, by rolling up your sleeves and digging 
into everything available (not merely the 


superficial statistics, but the detailed ex- 


(Footnote 14 continued) 

decision. Under the provisions of Section 534, 
this is the only factor with respect to which, 
if material to our decision, the burden of proof 
could have been shifted to respondent. Assum- 
ing. arguendo, that it is a significant factor, and 
that the burden was shifted to respondent, we 
think the affirmative evidence demonstrates that 
the Ehne-Fawick deal did not represent a rea- 
sonable need of the business 2 hae? 

*In Smoot Sand & Gravel Corporation, the 
taxpayer actually established the following 14 
different reserve accounts and urged that it was 
justified in accumulating income to meet the con- 
tingencies and needs reflected by those reserves 
Loans to customers, accrued bond interest, con- 
tract bonds, public liability self-insurance, fire 
and tornado self-insurance, new plant, sand and 
gravel replacement, purchase of concrete mixing 
equipment, postwar rehabilitation, federal in- 
come tax liability, entering new business, offset 
an asset entry for good will of an acquired cor- 
poration, plant and equipment replacement and 
working capital needs 

Various other reasons, some 
accumulation of corporate income have been 
advanced in the recent cases: ‘demands for 
payment on mortgages on the theatres in which 
the petitioners operated their business,"’ ‘‘need 
to replace equipment in the theatres,’’ and 
‘need to meet competition’ (Latchis Theatres 
of Keene, Inc. v. Commissioner); ‘‘to finance 
current expansions and to take care of future 
improvements and expansion’ (Central Motors, 
Inc.); ‘“‘to meet the normal working capi- 
tal requirements of fixed monthly expenses 
and large sums of immediately available cash 
for potential real estate deals’’ (F. H. Ayres & 
Son); ‘‘desired to remain independent of banks 
and other borrowings it needed and in- 
tended to expand by acquiring transportation 
and storage facilities for its products’’ (Bride 
v. Commissioner); ‘‘need of cash to purchase 
buildings and to meet its large fixed liabilities 
of Federal income tax, administrative overhead 
expenses, monthly payroll, etc., to provide for 
the expansion of the business in the United 
States and foreign countries and for working 
capital’’ (Thomas W. Briggs); ‘‘to carry out 
petitioner's future business plans’’ (Newman 
Machine Co., Inc.); ‘‘expanding facilities mak- 
ing provision for protection of petitioner's ‘in- 
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amination of every corporate officer, the 
sifting and mining for information relating 
to the history, operations and objectives of 
the business or industry, and its particular 
and often peculiar conditions) you have a 
real chance of accomplishing something and 
winning your case. If it is not a factual 
question, but a question of law and the law 


is against you, what is there for you to do? 

Now, in reading these recent cases, you 
can usually sense whether the court was not 
only impressed by the statutory adequacy of 
the grounds advanced but also believed the 
evidence " or whether, although the grounds 
were adequate, the court somehow did not 
the offered to support 
such grounds or, most Sad of all, whether 


accept testimony * 
the court decided against the taxpayer where, 
no matter the 
grounds advanced simply did not meet the 


how credible its evidence, 


terests’ and the possible financing of installment 
sales of automobiles'’ (Breitfeller Sales, Inc.) ; 
“to replace machines,"’ ‘‘for the purpose 
oe .. providing a reserve for pending liti- 
gation.”’ “‘to offset the decrease in value of 
{certain assets],"’ and ‘‘so that it could diversify 
its services and thus, protect itself from sudden 
disaster’’ (Jerome E. Casey). 

“In the establishment of the presumption of 
§ 102(c), whether a corporation has accumulated 
earnings and profits for a taxable year beyond 
the reasonable needs of its business, or whether 
it otherwise, from nondistribution, has been 
availed of for the purpose of enabling its share- 
holders to avoid surtax, is essentially a question 
of fact for the Tax Court's determination on 
the whole of the particular situation.’ (Court 
of Appeals decision in Kerr-Cochran, Inc.) 
(Italics supplied.) 

"™In Newman Machine Company, Inc., the 
court clearly reached its conclusion because it 
believed the taxpayer's evidence as to the needs 
of the business for plant and equipment re- 
newal and modernization. In Breitfeller Sales, 
Inc., the court also obviously believed the tax- 
payer was sincere in trying to meet its contrac- 
tual obligation with General Motors to retain 
$162,000 of working capital out of each year's 
earnings, despite the fact that General Motors 
had never enforced similar working capital 
agreements and that the petitioner did not 
expect this agreement to be enforced See, 
also, F. E. Watkins Motor Company, Inc 

In Egan, Inc., the court concluded that peti- 
tioner had no real possibility of obtaining a 
new auto dealer's franchise and, hence, had 
nothing more than nebulous hopes of being 
able to remain a car dealer In Jerome E 
Casey, the petitioner alleged that the reasonable 
needs of its business required an accumulation 
of $180,000 to replace machinery, but the court 
found, on the basis of testimony, that one of 
the two equal shareholders would not have per- 
mitted an expenditure for machinery in excess 
of $50,000. In Belaire Management Corporation, 
the court disbelieved the testimony of two of 
the petitioner's directors as to what constituted 
the necessary working capital requirements of 
the taxpayer. See, also, BF. L. Bride, Latchis 
Theatres of Keene, Inc. and Pelton Steel Casting 
Company. 
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statutory test” of constituting a reasonable 
need of the business. 


As in the pre-1954 cases, the most com- 
mon and successful grounds advanced in the 
post-1954 cases to justify retention of earnings 
were self-financing of (1) planned expansion, 
and (2) required additional working capital.” 

Sut there are six cases involving somewhat 
different features which may be usefully 
mentioned. 


Sister v. Parent-Subsidiary Corporations 


First, Latchis Theatres™ a 1954 case, illus- 
trates a pattern of close corporation activity 
often negligently engaged in where the tax- 
payer i several 
corporations all owned by the same indi- 
viduals or families. Sustaining the Commis- 
sioner, both the Tax Court and First Circuit 
held that loans by the taxpayer corporation 
to sister corporations and individual stock- 
holders to engage in related ownerships and 
ventures had situation where it 
could not be said that the earnings were 
actually accumulated 
of the taxpayer 
commented that 
related 


corporation is one of sister 


created a 


for the reasonable needs 
Both courts 
had all of these somewhat 
and activities 
either lumped into one corporation or into a 
parent corporation and various subsidiary 


corporation 


theatre realty been 


corporations, the use of the moneys would 
have for the whole business and the 
penalty tax would not apply. In other words, 
the court seemed to be teaching corporate 


been 


taxpayers that, without incurring the penalty 
surtax, they could permissibly engage in the 
additional ventures directly or by 
subsidiary corporations, but that 
doing it through financing either sister cor- 
poration or stockholder ventures (even though 


either 
wav ot 


"% In Hedberg-F reidheim Contracting Company, 
the court rejected the argument that an accu- 
mulation might be made to provide funds to 
pay the capital gains taxes which would be 
assessed against the shareholders in the event 
of the corporation's dissolution In Kerr-Coch- 
ran, Inc., the court rejected the argument that 
it was reasonable for the corporation to accumu- 
late funds in order to make it possible to invest 
in financial ventures of its sole shareholder. 
See, also, Latchis Theatres of Keene, Inc., Pel- 
ton Steel Casting Company, Smoot Sand € 
Gravel Corporation and the earlier Jacob Sin- 
coff, Inc. v. Commissioner, 54-1 ustc © 66,067, 209 
F. (2d) 569 (CA-2, 1953). 

* See footnote 15. 

* Cited at footnote 13, above, where all cita- 
tions are listed for the post-1954 cases. No fur- 
ther reference will be made to the citations for 
these cases 

“ The following was read into the corporate 
minutes: ‘‘ ‘Before my motion for the payment 
of a cash dividend of $170,000.00 to the stock- 
holders of Hedberg-Freidheim & Company is 
submitted to a final vote of the directors, I wish 
to state for the record that I have been advised 
by both the accountants and counsel for the 


Federal Tax Conference 


these ventures were of a related nature) was 
generally not permissible. This particular 


teaching seems to accord with Section 1.537-3 
(b) of the proposed new regulations as well 
as prior regulations. 

A 


End of Old Business Requires 
Definite Plans for New 


The Eighth Circuit’s 1956 opinion in Egan, 
Inc. v. Commissioner dealt with a not too un- 
common situation, that of a business which 
terminates, and is in the period of casting 
around to use its funds, including retained 
earnings, to enter a new business. Because 
of the indefiniteness of the plans, the court 
upheld the imposition of the penalty tax. 
Even under the liberalized provisions of 
Section 1.537-1(b) of the proposed regula- 
tions with “reasonable anticipated 
needs,” evidence of definite or specific plans 
nature as to the entry into 
another business is required if the corpora- 
tion liability for the ac- 


dealing 


oft a concrete 


expects to avoid 
cumulated earnings tax 


\ different problem presented in 
Hedberg-Freidheim Contracting Company v 
Commissioner, a 1958 Eighth Circuit decision, 
affirming a Tax “Court 
where the 


Was 


memorandum deci- 
successfully 
both the 
parent company and its wholly owned sub- 


sidiary 


sion, Commissionet 


asserted the penalty tax against 
The subsidiary unsuccessfully sought 
to defend on the technical that it 
did not constitute a entity. Both 
corporations in had the great 
handicap of having a 50 per cent stockholder 
and director who had his strenuous but un- 
successful efforts to have 


ground 
separate 


these cases 


a dividend declared 
dictated right into the corporate minutes,” 
including a warning of personal liability to 


company that if the company does not pay out 
in dividends as much cash as can reasonably be 
spared at this time, it will lay itself open to 
liability for surtax under the provisions of Sec- 
tion 102 of the Internal Revenue Code for un- 
reasonable accumulations It is apparent that 
at the present time the withholding of further 
reserves cannot be justified, and I wish to notify 
each and all of directors that in case this motion 
is not carried, each dissenting director will be 
held personally responsible for any surtax levied 
against the company under Section 102 of the 

Internal Revenue Code.’ "’ (Italics supplied.) 
The threat of personal liability of dissenting 
directors was not mere saber rattling by Mr 
Hedberg As an aftermath to the imposition 
of Section 102 liability in Trico Products Cor- 
poration, supra and in Trico Products Corpora- 
tion v. McGowan, both cases cited at footnote 
2. above, a minority shareholder commenced a 
derivative suit against the directors of the cor- 
poration. The basis of the derivative suit was 
the claim that the directors had failed to pay 
dividends because of the surtaxes which would 
have been imposed on them as shareholders 
and hence risked a Sec. 102 penalty to benefit 
(Continued on following page) 
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the other 50 per cent stockholder for block- 
ing the dividend declaration. 


Corporation Alter Ego of Stockholder 


A somewhat common situation was pre- 
sented in the recent Kerr-Cochran cases, 
where the Commissioner was upheld in im- 
posing the Section 102 penalty tax for five 
1949 to 1953, inclusive. 
The taxpayer was an auto agency corpora- 
tion owned virtually 100 per cent by an indi- 
vidual who was constantly getting the 
corporation into: various ventures, either 
directly or indirectly, by way of loans to 
himself or relativ és or friends. The evidence 
impressed the court pretty much to the 
effect that the sole stockholder was treating 
the corporation as his alter ego and really 
not paying very much attention to the sepa- 
rateness of the corporate entity. The court 
stated that “there is no merit to the argu- 
ment that these various ventures were some- 
how a part of the petitioner’s business. We 
have found it as a fact that it was in the 
automotive business and that the other ven- 
tures petitioner were 
either of an investment nature or were un- 
dertaken by a desire to earn profits in a 
venture unrelated to its business.” (Italics 
supplied.) It is interesting to consider the 
possibility that some of the Kerr-Cochran 
ventures might have qualified as business 


successive years, 


engaged in by the 


needs under the proposed regulations, and 
later in this paper. But 
Kerr-Cochran, and all the other cases men- 
tioned except Penn Needle Art Company, 
involved taxable years beginning prior to 
1954 and, hence, not controlled by the sub- 
stantive provisions of the proposed regulations. 


this is discussed 


Neither the proposed nor the prior regula- 
tions provide for the setting up of re- 
serves for business needs, but many companies 
do set up such reserves, and this practice is 
now briefly discussed. 


Use of Retained Earnings 
to Establish Corporate Reserves 


The setting up on the corporate books of 
contingent reserve accounts, which, in effect, 
are simply an allocation of earnings or 
earned surplus to such reserve accounts, is 
highlighted by one of the hard-fought recent 


(Footnote 22 continued) 
themselves at the expense of the corporation. 
The issue was never litigated, because the di- 
rectors entered into a settlement by paying 
$2,390,000 and agreeing forthwith to declare 
dividends in excess of $3,300,000. This settle- 
ment was approved as being fair, reasonable 
and adequate by the New York State Su- 
preme Court. 
See Holzman, 
bility for Section 102 Surtaxes,’ 
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accumulated earnings tax cases, Smoot Sand 
& Gravel Corporation (CA-4), reversing and 
remanding a Tax Court Memorandum decision. 

In Smoot, more than a dozen’ unfunded 
reserves had been established, among other 
things, for bond liability, expansion, replace- 
ment of sand and gravel self- 
insurance and postwar rehabilitation. The 
decision of the Fourth Circuit made it clear 
that mere bookkeeping reserve accounts had 
very limited value as evidene of its business 
needs for the reserves. 


deposits, 


Actually, Smoot was a situation which 
illustrates a danger inherent in the setting 
up of accounting reserves. The taxpayer set 
up reserves on its books aggregating ap 
proximately $1,300,000; and, then, at trial, it 
contended that the should have 
been approximately $15,800,000, thus finding 
itself arguing to degree against its 
own prior judgment as to the extent of its 
business needs, 


reserves 


some 


Formally establishing reserves in books 
of account creates a rather rigid situation 
that does not appeal to most practitioners or 
even corporate themselves. But 
it cannot be denied that in certain situations 
the setting up of a account 
strongly and contemporaneously evidence a 


managers 


reserve may 
decision or intention of corporate manage- 
ment with respect to a business need, and 
the amount thereof, and, thus, usefully serve 
a purpose. This potential benefit must be 
weighed in each case against the potential dis 
advantages of inflexibility and self-limitation. 


Retention of Corporate Earnings 
for Insurance and Self-Insurance 


The recent district court decision in 
Bradford-Robinson for the first time faced a 
court squarely with the question of whether 
the use of corporate earnings for key-man 
insurance constituted a reasonable need of 
the business for Section 102 purposes. The 
district court held that funds set aside by 
the corporation for self-insurance, in amounts 
equal to what would have been the premium 
costs of commercial policies in the case of 
the particular self-insured employees, repre- 
sented an accumulation within the reason- 
able needs of the corporate business “to 
provide shock insurance should a key mem- 


the New York University Seventh Annual In- 
stitute on Federal Taxation (1949), p. 555: 
Lasser and Holzman, ‘Personal Liability of 
Directors for Section 102 Surtaxes,’’ 16 The 
Controller 342 (1948). Cary, ‘“‘Current Reflec- 
tions on Section 102,'' Proceedings of the New 
York University Eighth Annual Institute on 
Federal Taxation (1950), p. 1250; see Note, 49 
Columbia Law Review 394 (1949). 
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ber be unable to continue with the business 
of the company.” * 


The Emeloid™ case, which is often referred 
to in connection with the contention that 
key-man insurance is a reasonable need of 
any corporation, unfortunately was an ex- 
cess profits tax case. In that case the lite 
insurance policies were taken out by pay- 
ment of a single premium. However, under 
some circumstances, the taking out of key- 
man insurance on a single premium basis or 
on the basis of prepayment of five, ten or 15 
years of premiums may be quite provocative 
and may tend to indicate the absence of 
other business needs for the corporate funds. 


Normally, the amounts required for key- 
man insurance premiums are not 
and, in any event, the problem seems to be 
of diminishing importance currently when 


large, 


many companies have been using split-dollar 
and bank-financed insurance, which use rela- 
tively smaller amounts of corporate earnings. 


Key-man insurance may, and often does, 
and corporate 
business needs whether or not the stock- 
holders and corporation have stock 
purchase or stock-restriction agreements under 


serve important necessary 


any 
the corporation ot 


some of its stock may occur. However, it is 
to find key-man insurance and 


which a redemption by 


quite common 
such stock-purchase agreements existing with 


Much has 


been written about the question of whether 


respect to the same corporation 
it is important to avoid linking the key-man 
insurance to the stock-redemption 
ment. Most writers agree that they should 
not be legally linked,” even though the law 
has not been fully crystallized on this point 


agree- 


However, if the key-man insurance is 


actually intended to be used for the redemp- 
tion of stock, or is actually so used, then the 


question of whether the corporate earnings 


*% The only other accumulated 
case which involved this issue was the much 
earlier General Smelting Company, CCH Dec 
14,222, 4 TC 313 (1944), acq., 1945 CB 3, where 
the policies carried were acquired by assign- 
ment from the corporate executive on whose life 
they were issued, and were taken over by the 
corporation in order to protect itself, in the 
event of death of the corporate executive, from 
suffering too great a loss as a result of the fail- 
ure of the executive or his estate to repay out- 
standing loans made to the corporate executive. 

As to other types of insurance reserves, see 
Smoot Sand & Gravel Corporation. See, also, 
Cc. R. Burr & Company, BTA Memo. Dkt. 
97359-60 (1940), recognizing the business neces- 
sity of a corporation's maintaining a self-insur- 
ance reserve for hail damage. The Tax Court 
has also permitted a trucking corporation to 
be a self-insurer against collision and other 
highway hazards, finding that there was always 
the possibility that it might incur substantial 
liability as a result of its operations. In Cali- 


earnings tax 
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used to purchase (or to self-fund) key-man 
insurance is a proper corporate use of funds 
approaches and may merge into the con- 
troversial problem of whether the use of 
corporate earnings to redeem stock of the 
corporation is a reasonable need of the busi- 
ness. This redemption problem will now be 


discussed. 


Use of Retained Corporate Earnings 
to Redeem Stock 


In the light of recent court decisions, 
what can be usefully said about the import- 
ant and controversial question of whether 
retained corporate earnings to 
redeem stock will subject the corporation 
to the Section 531 penalty tax? Stock re- 
demption 1s mentioned in the 
accumulated 


the use of 


simply not 
earnings tax section of the 
Code nor in either the proposed regulations 
Not only is this 


mentioned by the Code or 
regulations but there has been no other 


rr the prior regulations. 
pomt not even 
form of announcement from the Service on 
this important substantive problem that has 
flared into prominence with the 1958 Pelton 
Steel decision of the Seventh Circuit. The 
1 affirmed the 1957 opinion of the 
Tax Court upholding the imposition of the 
penalty tax for the 1946 corporate earnings 
of over $200,000 
vear, 1947, the corporation used such ac 
cumulated funds, as well as $500,000 of 
borrowed funds, to redeem 80 per cent of 
its outstanding stock. This left the former 
20 per cent minority shareholder as the 
sole surviving common shareholder. 

Does Pelton 
have 


aecision 


where, in the following 


Steel mean, as some writers 
that when a corporation 


uses earnings to redeem its stock the cor- 


suggested, 


poration probably will be laying itself open 


and successful attack 


While not going that 


o virtually certain 
under Section 531?* 


fornia Motor Transport Company, Ltd., et al., 
CCH Dec. 13,154(M), 1 TCM 974 (1943), the 
court approved an accumulation for self-insur- 
ance against collision hazards. In T. Smith € 
Son, Inc., CCH Dec. 13,474(M), 2 TCM 740 
(1943), a stevedoring corporation was a partial 
self-insurer for workmen's compensation losses. 

* Emeloid Company, Inc. v. Commissioner, 
51-1 usre § 66,013, 189 F. (2d) 230, rev'g CCH 
Dec. 17.713, 14 TC 1295 (1950). 

* Laikin, ‘“‘Survivor Purchase Agreements and 
Taxes,’’ 97 Trusts and Estates 880 (October, 
1958): Worthy, ‘‘Federal Taxation Affecting Life 
Insurance,”” 36 TAXES 737 (October, 1958); 
Casey. work cited at footnote 4, at { 2650. 

* ‘An accumulation to redeem stock for the 
purpose of preserving the independent existence 
and personality of a corporation is an improper 
accumulation which will cause the corporation 
to be considered as having been availed of for 
surtax avoidance.’’ (Sorden, article cited at 
footnote 9.) 
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far, other writers have felt that at least in 
the case where more than 50 per cent of 
the stock is redeemed, the penalty tax will 
apply.” In my opinion, the Pelton Steel 
decision does not turn on the question of 
whether there is a majority or minority in- 
terest being redeemed (although this has 
an evidentiary significance), and I definitely 
do not believe that Pelton Steel forecloses 
the use of corporate earnings for the re- 
demption of stock so far as the Section 531 
tax is concerned. True, the decisions have 
stirred up much worrisome debate on the 
important subject of stock redemptions, But 
it is my opinion that the adoption and exe- 
cution of a proper and necessary plan for 
stock redemption will not be held to auto- 
matically impose the Section 531 penalty 
tax. In fact, in a subsequent 1958 Tax 
Court case, Penn Needle Art, involving a 
50 per cent shareholder, the Commissioner 
failed in his attempted imposition of the 
penalty tax. 


In Pelton Steel, the Tax Court carefully 
laid the groundwork for its holding by 
pointing out in various ways that under the 
Code it was only necessary to find that a 
shareholder tax avoidance purpose was present 
even though such purpose was not the prin- 
cipal purpose or even an important one. 


But the shareholder tax avoidance pur- 


pose, while still the ultimate technical test, 


now, for most practical purposes, has been 


made quite unimportant in many cases by 
the accumulated earnings credit provided 
for by Section 535(c), which applies to years 
beginning in and after 1954. Pelton Steel 
was a pre-1954 case to which the Section 
535 computation and credit did not apply. 
But the new credit, freeing from the penalty 
tax any accumulated earnings to the extent 
needed for the business, will in many cases 
produce different that 


results quite from 


= **The implication in the Pelton decision 
seems to be that a redemption of the majority 
interest can never be for a corporate business 
purpose, since they control the corporation, viz., 
they will only be acting for their own individual 
good. Thus, if affirmed on appeal, it will be 
a dangerous precedent.'’ (Frost and Burns, 
article cited at footnote 9, at p. 174.) 

*% Dill Manufacturing Company, CCH Dec. 
10,712. 39 BTA 1023 (1939), nonacq., 1939-2 CB 
47: Gazette Publishing Company v. Self, 52-1 
ustc © 9293, 103 F. Supp. 779 (DC Ark.). In the 
Gazette Publishing case, the evidence showed 
that outside interests had for many years sought 
to acquire the stock in the corporation, a news- 
paper publishing company, and that the man- 
agement was exteremely concerned that if these 
outside interests did acquire stock, even though 
it were a small, minority interest, they would 
have a serious impact on the continuation of 
harmonious management of the corporation and 
might even force a change of editorial and busi- 
ness policy of the corporation, adversely affect- 
ing the entire corporate business operation 
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under prior law, so that while the prohibited 
purpose may still make the corporation 
guilty and impose the penalty tax, the actual 
computation of the tax with this new credit 
may result in no tax. 


Sut in Pelton Steel the court held that the 
burden of proof was on the taxpayer to 
prove the complete absence of the forbidden 
purpose, and it stated that it could not 
conclude, in the particular circumstances, 
that the forbidden purpose did not to some 
degree permeate the particular redemption 
plan involved. Thus understood, the deci- 
sion may appear of more limited scope than 
otherwise and may be treated as having 
only minor precedent value, primarily for 
pre-1954 vears. However, in holding fur- 
ther, by arguing, that the requirements of 
funds for the redemption did not under the 
circumstances “represent a reasonable need 
of the business,” the Court did 
spectre which undeniably is now haunting 
stock redemptions 


rals¢ a 


Just a few months before the Pelton Steel 
case the Tax Court decided Hedberg-l reid 
heim, cited above, and there it discussed the 
petitioner’s contention that the 
between the two 50 per cent owners of the 
corporate stock might well lead to a forced 
split-up, in which event all of the accumu- 
lated surplus would be needed by the cor 
poration to buy up and retire the stock of 
one of the shareholders. The petitioner 
there relied on the Gazette and Dill cases™ 
for the proposition that such an accumula- 
tion was for a valid business purpose. The 
Tax Court in the Hedberg-Freidheim case 
was already suggesting a possible distinc 
tion between the majority and the minority 
shareholder redemption situations by pointedly 
mentioning that in both the Gasette and Dil 
cases minority shareholder redemptions wert 
involved 


dissension 


which theretofore had been so successfully con- 
ducted. The district court believed that there 
was a true business crisis at the time the plan 
of redemption was adopted, and it concluded 
that tne corporate business would be benefited 
by the redemption. 

In the earlier Dill Manufacturing Company 
case, also, the Tax Court concluded that, in the 
particular circumstances, a reasonable business 
need of the company was served by the plan of 
redemption. In this case, a syndicate group 
owning a portion of the stock of the taxpayer 
corporation was pressing for the sale of the 
business or a merger with a larger concern, 
but it was opposed by the other corporate 
owners who wished to continue the taxpayer 
corporation as an independent manufacturing 
company, which had thus far been successful 
and which represented their life's work. The 
significance of the Dill case, however, is limited, 
because the issue, having been affirmatively 
raised by the Commissioner, went off largely 
on his failure to carry the burden of proof. 
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In Hedberg-Freidheim, the court found 
that one of the would abso- 
lutely not permit his stock to be redeemed. 
Therefore, it would have to be the other's 
stock which the corporation redeemed, and 
it was this who retused 
the distribution of a dividend. This 
indicated, said the court, that the action of 
such shareholder in refusing to allow the 
distribution of a dividend was prompted 
not by a business need of the corporation, 
but by his personal benefit 
through the redemption of his stock upon 
leaving the corporation. 


sharehe ilders 


other shareholder 


to allow 


desires to 


Hedberg 
unique mm its 


Steel, the 
rather 


Thus, as in Pelton 
Freidheim situation 1s 
the holding 
panded into any 


facts, and there cannot be ex- 
general principle guiding 
future decisions about accumulation for bona- 
fide and reasonable stock redemption plans 
designed to preserve the corporate entity as 
operating business or otherwise 


a womyg 
serve a corporate ne ed 

Neither case 
that 


taxpayer as a 


stands for the proposition 


preserving the corporate life of the 


separate and independent 


entity or removing dissension threatening 
bust- 
Pelton 
trial court simply did not believe 
that the purpose ot the re- 


continue the 


the corporate life are not legitimate 
needs of the 


Steel, the 


corporation. In 


ness 


the contention 


demption was to corporate 


existence, and Judge Fisher specifically points 
out that to his mind there was no imminent 


danger to the corporation in that case 


In my opinion, therefore, there is 
uo 


ing in either Pelton Steel or Hedberg 
heim which should 


arguments trom 


foreclose virtually the 


Same taxpayer complet 


success in other cases where the evidence 


convinces the court that the redemptions 


are genuinely and urgently necessary to pre 


serve the corporation’s existence 


9058 Penn Needle 
19: 


taced 


In its Art decision, the 


Tax Court was with two battling 50 


per cent shareholders and an unplanned re 
demption of the stock of one by the cor 
poration. As in the earlier Dil] and Gazette 
cases, the accumulation of corporate earn 
ings had originally been made tor what the 
business 

So (to 


Court 


court considered other reasonable 

(needs various plant replacements). 
disappointment) the Tax 
to discuss whether or 


our 
found it 


own 
unnecessary 


not a business need was served 


by the plan of redemption. 


corporate 


In Penn Needle, the penalty tax had been 


asserted for the very year of redemption. 


The only other case in which this was done 


was the Dill case, which was also lost by 
the Commissioner. 


On the other hand, in both Pelton Steel 
and Gazette, the years before the court were 
the years preceding the year of redemption. 


Interestingly enough, it appears that while 
the revenue agent in Pelton Steel had origi- 
nally indicated that the Section 102 tax 
would be asserted for the 1947, 
this year was dropped by the government, 
without explanation, prior to issuance of the 


also year 


statutory notice of deficiency, which covered 
only the years, 1945 and 1946, preceding the 
1947 redemption. 

The legal behind 
may be (although this does not appear to 
have been pointed out in any of the cases) 
that it is much more difficult, if not im- 
possible, to find that shareholders’ 
avoided 


reasoning this action 


taxes 
Section 532 “by 
permitting earnings and profits to accumu- 
late instead of being divided or distributed,” 


have been under 


when during the same vear the earnings are 
distributed in redemption of stock. 


While there is no indication of a definite 
lreasury policy that the 
itself may be tmmune from Section 531 
attack, it would appear, on the evi- 
dence, that the taxpayer is less likely to be 
subjected to 


vear of redemption 
above 


the penalty tax with respect to 
the earnings of the 
redemption itself 
possible corollary 


very vear in which the 
takes place. A 
that the 
trom the 


extend to a 


actually 


may be same 


relatively greater safety penalty 


tax would tend to series of 


years over which installment payments were 


W hile 
great and immediate 
taxpayers, in the 


made for the redemption of stock.” 
this question is one of 
interest to many absence 


of some better indication of Treasury policy, 
dealing 


with an area where it is presently necessary 


it must be recognized that we are 


to proceed mainly on legal 


opinion of tax 
rather than established 


\s a matter 


counsel authority. 


ot pohey, tax rulings are no 


issued on questions of this type 


Significantly, there are only the five cases 


mentioned in which there were actual Sec 


tion 102 or Section 531 tax issues presented 


with respect to stock redemption, and in 


each of these five cases the contention mainly 


turned on some form or degree of act 


dissension 
board of 


or alleged among the corporate 
stock 
Gazette, 
Dill and Penn Needle cases the taxpayer pre- 
vailed where, as in Gazette and Dill, the 


strongly indicated that the elimina- 


managers, directors and 


holders. As we have seen, in the 


court 


tion of the dissension was a valid corporate 





2? Compare Dill Manufacturing Company, cited 
at footnote 28 
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purpose and business need and where, as 
in Penn Needle, the court, having disposed 
of the case on the grounds of other business 
needs, unfortunately did not see fit to com- 
ment or rule on the management-stock- 
holder dissension point, 


However, in neither of the other two 
cases, Pelton Steel and Hedberg-Freidheim, 
where the penalty tax was upheld did the 
court rule that the elimination of manage- 
ment-stockholder dissension, per se, was not 
a corporate purpose.” 


When May Earnings Be Used 
for Redemption? 


As will be illustrated, it is our view that 
where there is a real impasse or friction 
between the stockholder officers which jeop- 
ardizes the corporation business or where 
other facts plausibly and proximately con- 
nect redemption with an urgent corporate 
purpose, as distinguished from a shareholder 
purpose, then a need for the re- 
demption and any accumulation 
is demonstrated. 


business 
necessary 


Presuppose the situation of a corporate 
manufacturing business owned 50 per cent 
by X and 50 per cent by the Estate of JY, 
recently deceased. X and Y had been in 
business for a good many years and had cre- 
ated a very successful enterprise. But X had 
long been on rather unfriendly terms with 
Y’s wife who, as Y’s widow, has come into 
control of her husband’s stock. X finds that 
the business cannot be continued with Y's 
widow, because they cannot work together, 
which is demonstrably harming the 
porate business and placing it in real jeopardy. 


cor- 


In such circumstances, the corporation's 
need, and vital interest in solving its prob- 
lem, should be recognized even though the 
solution also would be solving the share- 
holder’s individual problem. If this conclu 
sion is sound, why should it not extend to 
a predeath accumulation? Here, we perhaps 
have to take refuge in an “it will depend on 
all the facts and circumstances” answer, al- 
though basically the same reasoning should 
apply where the accumulation is made or 
used to effect a stock redemption that is 





” The Hedberg-F reidheim case is troublesome 
because there we have a 50-50 stock-ownership 
situation rather than a majority-minority stock- 
holder situation, and we have a real dissension 
of a much more marked nature than existed in 
Pelton, but the 50 per cent stockholder who was 
opposing the dividend declaration was also the 
stockholder whose stock was to be redeemed. 
In this sense, it is again like Pelton, which 
highlights the personal desires of a stockholder 
rather than the corporate needs or purposes. 
The muddied waters which are left by the 
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required to solve an important if not urgent 
corporate need. 

What if the corporation were owned by 
the members of a family, however, and the 
situation were that of a father owning a 
major portion of the stock and a son own- 
ing a small portion of the stock, where the 
son was active in the business and the un- 
insurable father was getting rather old. 
Further, in the event of the father’s death 
his stockholdings would go to the other 
members of the family, consisting of brothers 
and sisters, who were not in the business 
or familiar with it but who would interfere 
in such a fashion as to disrupt the smooth 
and successful running of the business of 
the corporation. Of 
closer to a situation where the individuals 
rather than the corporation might be pri 
marily benefited by the accumulation for 
redemption, we make the more 
difficult, but, even in this situation, it would 
though it ought to be proper to 
permit reasonable corporate accumulations 
to protect the 
indicated necessary redemption of the father’s 
shares in the event of death in order to 
preserve the continued successful corporate 


course, as we come 


situation 
seem as 


corporate business by the 


business operation, 

Presuppose a young 40 per cent owner 
and an unrelated 80-year-old, 60 per cent 
owner, with a history of friction between 
the old man and the young man, and be- 
tween the old man’s wife and the young 
man, all of whom were members of the 
board of directors. Add to this the fact that 
the dissension was already causing trouble 
in the corporation’s day-to-day operations 
and that it was anticipated this would be 
increased to the point of impasse and very 
serious detriment to the continuance of the 
corporate business operation -in the 
of the death of the old man. This situation 
would furnish more proof of an immediate 
business need to accumulate earnings for 
stock redemption. 


event 


Stock Purchase Agreements 


Another situation in which a corporate 
accumulation of earnings to redeem stock 
should be permissible, one that is not too 





memorandum opinion in Hedberg-Freidheim, 
however, must not lead to the conclusion that 
a true dissension situation, reasonably affecting 
the corporation, will not justify the accumula- 
tion of earnings for redemption of a 50 per 
cent stockholder. This of course, was squarely 
the situation in Penn Needle, though in Penn 
Needle, the accumulation in the prior years was 
obviously and demonstrably justified by the rea- 
sonable needs of the business, and the accumu- 
lation for the current year was not accumulated 
but was distributed in the redemption. 
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uncommon, is where at the very time of 
organization of the corporation it becomes 
clear that the corporation will not be organ- 
ized at all if any one of the prospective 
stockholders, acting in their individual capac- 
ity and ultimately as corporate officers, balk 
at entering into a stock-purchase agreement 
under which the corporation will, upon the 
demise of a shareholder, acquire by redemp- 
tion his stock. The regulations 
indicate that it is reasonable to accumulate 
earnings to provide for the retirement of 
bona-fide indebtedness connec- 
tion with the trade or business of the cor 
poration; and, while it is true that 
is no corporate indebtedness created at the 
time, there will be a present, contractual 
obligation and future liability 
created at the inception of the organization 


shares of 


created in 


there 


contingent 


of the corporation, an obligation which had 
to be incurred in order to get the corpora- 

Under such circumstances, 
(assuming the evidence does 
at the objective of the formation 
corporation and stock-purchase plan 
was to provide a means for the corporation 
to avoid taxation through the 
medium of accumulating earnings) that here 
there is a bona-fide justification at the very 
inception of the corporation for accumulating 
corporate earnings for later stock redemp- 
tions. 


organized 
it would 


tion 
seem 


not show tl 


of the 


shareholder 


In such circumstances, it would seem 
that the need is quite reasonably related to 
the corporate business, because there would 
have been no corporate business at all with- 
out the undertaking of the obligation. 


Now, about the situation which 
many must face: In almost every 
closed corporation where there is more than 
one stockholder or more than one family of 
stockholders, there exists a buy-and-sell or 
stock-purchase or stock-restriction agree- 
ment.” Under this agreement, any time that 
a shareholder attempts to sell his 
stock to outsiders there is going to be a 
stock redemption by the corporation. 


what 


offices 


dies or 


Has the existing state of law with respect 
to stock redemptions and penalty tax reached 
the point where in the ordinary situation 
there is going to be a real risk of Section 531 
penalty tax merely because of the redemption 
which will occur under the agreement? 

One answer is simply to avoid the prob- 
lem (unless there is a principal stockholder 
dying slowly but surely over a period of 
time, so that it has to be consciously planned 
for during a particular accumulation year) 
by doing the Section 531 planning on the 
basis of business needs other than redemption 
By planning on other business needs, the 


“For a general discussion, see Laikin, article 
cited at footnote 25. 
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corporation gets the new Section 535(c) 
accumulated earnings credit, which operates 
to wipe out earnings subject to the tax, so 
that in most instances it is unnecessary to 
face the question of w her the accumula- 
tion for a redemption ts a need of the busi- 
ness within Section 532. By the same token, 
it is unnecessary to face the question of 
whether the act of redemption will reflect 
adversely on any prior corporate accumula- 
tions that have been independently justified. 


Another reason why the problem of ac- 
cumulation for redemption being justified 
as a_ business may not have to be 
faced is that in many instances the required 
funds are provided in whole or in part by 
the proceeds of key-man insurance, where 
the accumulation may only be the premiums 


need 


paid for the policy or, more often, as is the 
case nowadays where bank financed insur 
ance is used, perhaps no accumulations are 


required 


However, what if there other 
justifications for the accumulation, so that 


the question is squarely presented and must 


are no 


be answered as to whether the accumulation 
of funds specifically and solely for the pur- 
pose of the redemption of the stock of a 
principal officer stockholder is a reasonable 
need of the business? We that it 
would be very desirable and logical that an 
accumulation for this purpose should be 
considered a business However, the 
do not go that far. Nevertheless, 
where there are facts which demonstrate 
that from the point of view of the corpo- 
ration itself, the redemption is not merely 
desirable but is demonstrably vital to its 
successful operation, the mere fact that a 
stockholder is individually, impor- 
tantly, benefited should not vitiate the 
corporate need or the Section 531 propriety 
of accumulating or the earnings for 
such redemption. 


believe 


need. 


cases 


even 


using 


But, certainly, we have made clear 
reasons why at the present time it cannot 
be merely assumed that a corporation is 
entitled to accumulate cash sufficient to re- 
deem the stock of a potentially deceased 
stockholder without possible Section 531 
liability. 


our 


Some Stock Redemption Conclusions 


In the ordinary situation where the stock 
agreement is predicated on the pure con- 
tingency of some future event that may or 
may not occur during the ex’stence of the 
corporation, such as death or retirement or 
possible serious dissension, the Section 531 
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justification for accumulating earnings for 
redemption is debatable. Where there is 
perhaps only a remote contingency, which 
could be covered by key-man insurance, the 
existence or nonexistence of a stock agree- 
ment is not too significant, although it 
would seem that, if anything, there is as 
much argument for its hurting as for its 
helping in a Section 531 case. In the absence 
of other business needs, the government 
could charge that the accumulation was be- 
ing made for the redemption, a remote and 
contingent event which might never occur, 
and, hence, was not an accumulation for a 
reasonable business need. On the other 
hand, the corporation could argue that the 
fact of the matter was that it is a party to 
an agreement—and an agreement which in 
our world of business is rather commonly 
accepted as being a business necessity—not 
only for the shareholders but for the corpo- 
ration itself. The agreement peculiarly cov- 
ers an area where the direct interest of both 
the shareholders and the corporation are 
immediately involved rather than a situation 
where it is primarily to the interest of one 
rather than the other. 


(Perhaps if the agreement provides that 
payment is to be a lump sum, it would tend 
more to support a desired accumulation 
than an agreement which provided for a 
small down payment with the balance to be 
paid over a ten-year period.) 

Where, however, there are presently ex- 
isting facts that make the need for stock 
redemption not a remote possible contingency, 
but indeed a definitely probable liability, the 
accumulation would appear to be a reason- 
able business need. In such a situation, is it 
better to have a stock agreement executed 
at the earliest possible time and as far in 
advance of the actual redemption as pos- 
sible, or is it better to wait until the actual 
event develops and at that time enter into 
an agreement? The corporation will always 
be in a stronger position with respect to 
justifying preredemption-year accumulations 
if it has an agreement, because it then has 
a corporate contractual obligation, and this 
creates a stronger justification than merely 
a narrative description of trouble brewing 
that is likely to result in a parting of ways 
between the principal stockholder officers. 
We do not say that the absence of such an 
agreement corporation of its 
argument for accumulation for what seems 
to be a reasonable, probable and imminent 
corporate need, but merely that the agree- 
ment is not only helpful evidence but affirm- 
atively adds substantive strength. 

We have been talking above about ac- 
cumulations in preredemption taxable years 
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of the corporation. However, if our concern 
is with the accumulated earnings of the year 
of redemption itself (rather than the prior 
years), the existence of a prior stock-pur- 
chase agreement may not ordinarily have 
any appreciable significance. The reason, of 
course, is that you have a contract whenever 
there is a redemption even if it is all done 
in a single step and is, therefore, an exe- 
cuted contract. 


Now, what about accumulations in taxable 
years subsequent to the year of redemption? 
Here, we are looking at a situation where 
the corporation in the year of redemption 


made an installment or deferred-payment 


purchase of the redeemed stock and, there- 
fore, was required to make payment 4ver, 
for example, a five-year or a ten-year period. 


Here, of course, it is no longer important 
whether the contract covering the redemp- 
tion is one that had its origin a long time 
prior to the year of redemption or merely 
at the time of the redemption. The signifi- 
cant point is that you no have a 
situation where the corporation is accumu- 
lating money for a possible contingency, In 
fact, the money its not even being accumu- 
lated, and this, in and of itself, is a good 
argument. Section 532 states that the tax 
shall apply to any corporation formed or 
availed of for the purpose of avoiding share 
holder taxation by permitting earnings to 
accumulate instead of being divided and 
distributed as dividends. A simple answer 
to any question with regard to the years of 
payments subsequent to redemption may be 
that the earnings, to the extent being applied 
to the redemption payments, are not being 
accumulated and, hence, no attack can be 
predicated on Section 532. Whether this 
practical answer is technically correct may 
be debated in view of the provisions of 
Sections 312(e), 316 and 562. 


longer 


The subsequent-year payments, and the 
use of earnings therefor, would appear to 
stand on precisely the same footing as the 
payments in the year of redemption itselt. 
In the final analysis, if the redemption, un- 
der the facts and circumstances of the par- 
ticular case, did constitute a reasonable 
business need, as in the case of protecting 
the business against imminent harm from 
competitors or from other really imminent 
harms, or removing serious management 
dissension or preventing sale or other trans- 
fers to hostile adverse parties, such use of 
the earnings would appear adequately justi- 


fied. 


As a matter of fact, quite a case could be 
made out for the fact that, in many in- 
stances, by far the safest thing to do is to 
make payment over a period of years, pre- 
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cisely because it shows that the corporation 
had not been accumulating in prior years for 
this particular purpose and did have other 
valid reasons for the prior year’s accumula- 
that had to make the 
payments over a period of time. 


tions and for reason 


As for planning, one must admit that the 
accumulation for the corporate redemption 
of a shareholder’s stock is an extremely con- 
troversial situation and, certainly as far as 
the Internal Revenue Service is concerned, 
one that could probably be justified by tax- 
payers in only a relatively limited number of 
circumstances. Practically, it seems that for 
now, at least, such permissible accumulation 
may be limited largely 
real, urgent business necessity for corporate 
redemption can be proved 


to situations where a 


My own Section 531 conclusions on re- 
demption, I think, have to be these: First, 
in most instances the corporation would be 
well advised not to rely on any justification 
which that it is 
redemption, es- 
there will 
be found enough other recognized business 
under the 7 
Section 531 


depends on the argument 


stock 


most 


accumulating for a 


pecially since in instances 


needs liberalized provisions ot 


Second, nevertheless, in a proper case, I 
afraid of a stock 
redemption, per se, having the retrospective 
effect of automatically subjecting the com- 
pany to the penalty tax,” because in many 
situations where the redemption takes place 
the corporation will be able to show that the 
redemption was for the benefit of the cor- 
poration and seemed an urgent 
need. Furthermore, month-to-month 
vear-to-vear Section 531 


would not necessarily be 


business 


and 


planning for the 


corporation should develop a record which 


will substantiate various other business needs, 


The use of accumulated funds to redeem 
where no positive value to the corporate entity 
can be shown may support an inference that 
the forbidden tax-avoidance purpose motivated 
the accumulation in years prior to the year of 
redemption, just as does such evidence as loans 
to stockholders or sales to the corporation at 
inflated prices by stockholders. On the other 
hand, where the redemption can be shown to 
serve a corporate business purpose, or be of 
benefit to the corporation, such as protecting 
against threat to management, avoiding harm 
to the business from competitors or genuinely 
protecting the continued existence of the busi- 
ness, the redemption would be a fact from 
which no adverse inference should be drawn 
and, under such circumstances, a wholesome 
fact. favorably supporting the contention that 
redemption was a proper use of the earnings 
and that the forbidden purpose did not moti- 
vate the accumulation In any event, redemp- 
tion is an event which, by itself, can be, of 
course, no more conclusive. as far as constitut- 
ing Sec. 531 evidence. than any one of the 
many possible events in the life of a corporation 
dealing with its shareholders 
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including reasonably anticipated business 
needs and including concrete plans for the 
acquisition of new businesses or expansion 
of the present business, and the other familiar 
grounds, so that no matter what the law on 
redemptions may finally turn out to be, you 
will be able to eliminate or reduce the tax 
to a minimal amount through the size of 
accumulated earnings credit to which the 
business would be entitled under Section 


535(c). 


Congressional Recognition 
Favoring Redemption 


Despite the extreme importance of corpo- 
rate stock redemptions, the proposed regu- 
lations do not include any spe cific guides to 
may justify the 
reasonable accumulation of corporate earn- 
ings for stock redemption without Section 
531 taxation. Perhaps because the real con- 
about this after the 1954 

the committee reports do not shed 
light on the However, Con- 
gressional intent and policy in the direction 
of approving corporate 
earnings for 
demption of 


the circumstances which 


cern issue arose 
Code. 
any question 

accumulation of 
the 
stock has 
nevertheless, to a large degree in other areas 
of the 1954 Code 


purpose of corporate re- 


been manifested, 


Sections 302 and 303 specifically provide 
for favorable tax treatment to the share- 
holders upon redemption of their stock un- 
der specific circumstances, such as complete 
termination of interest in the corporation or, 
in the case of an estate, of redemption for 
Is it not in 
have 
same 


mgruous for Con- 
so manifested its views and 
at the time intended that the 
Section 531 penalty tax be impcsed in such 
bona-fide situations ? ™ 


estate taxes 
gress to 


1 
dave 


‘One writer has suggested that redemptions 
of stock to pay death taxes, which are accorded 
capital gain treatment by 1954 Code Sec. 303 
and its predecessor, 1939 Code Sec. 115(2)(3). 
might subject the redeeming corporation to the 
Surtax on unreasonable accumulations (Mac- 
Cracken, ‘‘The Effect of a Stock Redemption on 
(A) Section 102(b) Earned Surplus Available 
for Dividends."’ Proceedings of Fourth Taz 
Institute, University of Southern California 
(1952). pp. 347, 355.) He indicated that the 
Commissioner may collaterally attack a Sec 
303 redemption by contending that the corpora- 
tion had unreasonably accumulated earnings 
because Congress failed to exempt Sec. 303 re- 
demptions from the application of Sec. 531 

S. Rept. 2357, Slst Cong., 2d Sess. (The Re- 
port of the Senate Finance Committee to ac- 
company The Revenue Act of 1950. H. R. 8920) 
however, contains the following manifestation 
of Congressional intent “Your committee is of 
the opinion that remedial action is desirable in 
order to prevent the enforced sale of the family 
businesses which are so vital and desirable an 
element in our system of free private enterprise. 

(Continued on following page) 
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Suggested Addition 
to Proposed Regulations 

In view of the widespread concern arising 
since the Pelton Steel decision and, more 
particularly, in view of the fact that stock- 
purchase agreements providing for redemp- 
tion upon the death of a principal stockholder 
are so common, it is believed that the public 
interest requires that there be some guid- 
ance furnished by the Internal Revenue 
Service to its field well as to 
corporations and practitioners generally. 


offices, as 


However, the proposed regulations, as 
well as the prior regulations, are completely 
silent on this important problem. 


The problem is one of considerable factual 
and legal delicacy and it is, therefore, under 
standable that the Internal Revenue Service 
will continue to be very reluctant to discuss 
any aspect of this problem until an official 
position is adopted and announced. 

One possible approach would be to in- 
clude an additional paragraph under Section 
1.537 of the proposed regulations to the 
following effect: 

“The mere fact that earnings of a corpo- 
ration are accumulated for or are actually 
used for the redemption of stock of the 
taxpayer corporation should not be deemed 
to constitute such accumulations as being 
beyond the reasonable needs of the business.” 

This, however, like the worrisome paren- 
thetical clause in Section 355(a)(1)(B), 
might be objectionable as carrying a rather 
loaded meaning and, hence, does not appear 
to be desirable. 


Similarly, it does not seem feasible to try 
to neutralize the significance of a stock re- 
demption by inserting a statement into 
Section 1.537-2(b), where there are fitst 
stated five reasonable business needs, or in 
the immediately following subparagraph (c), 
where five unreasonable business needs are 
listed. Presumably, the Service would be 
just as unwilling to have stock redemption 
listed as an example of a reasonable busi- 
ness need as taxpayers would be to have it 
listed as an unreasonable business need. 
Yet, both, it is believed, would agree that, 
depending upon the circumstances, it could 
be one or the other. 

Hence, possibly a more logical place for 
a brief but much-needed statement on this 
important subject would be as an additional 
subparagraph (c) to proposed Section 
1.537-3. Subparagraph (b) thereof deals with 
the question of when the ownership of stock 
(Footnote 33 centinued) 

“Therefore your committee's bill 
amends Section 115(g) of the code so as to 
remove from the category of a taxable dividend 
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in another corporation may constitute a 
reasonable business need and when it may 
not. Stock redemption would also seem to 
fall into a category of “sometimes it is and 
sometimes it isn’t,” depending on all of the 
facts. Thus, a proposed new additional sub- 
paragraph (c) could read: 


“The accumulation of or use of corporate 
earnings by a corporation for the redemp- 
tion of its own stock may or may not be 
regarded as constituting a reasonable need 
of the business of a corporation depending 
upon the particular circumstances of the 
case. However, redemption by a corporation 
of its own stock is not, of itself, to be 
automatically or necessarily regarded either 
as constituting a reasonable need of the 
business or as being beyond the reasonable 
needs of the business.” 


Redemption by Distribution in Kind 
of Previously Acquired Business Assets 


While it has been indicated that not much 
can be said about planning for redemption 
the subject is still necessarily very 
controversial, too often corporate manage- 
ment and advisors have not fully taken into 
account the full range of alternatives avail- 
able for making provision for the possible 
redemption problem by other 
than simply accumulating cash or its equiva- 
lent, 


because 


procedures 


One of the economic or business facts 
of life in many corporations is that there is 
an actually perceived and developing situa- 
tion which quite strongly indicates the need 
at some time in the future for one of the 
shareholder groups or ownerships dropping 
out of the picture, or the situation may 
merely be one in which any prudently man- 
aged corporate business should take into 
account the contingencies of mortality. In 
the light of such circumstances, it is not 
necessary for the corporation to go about 
preparing for a redemption contingency in 
the most provocative or vulnerable fashion 
possible, such as simply accumulating cash 
or highly liquid assets. 

Assume that the corporation has not only 
adequate working capital but relatively sub- 
stantial corporate earnings that are not ac- 
tually required for the needs of the business 
because the corporate policy is not to ex- 
pand the business, to diversify into other 
business or to purchase or own its own 
premises. The corporation is owned 50 per 
cent by X and 50 per cent by JY, and there 
is a stock-purchase agreement in the event 


payments made under certain restricted circum- 


stances in the redemption by the issuing cor- 
poration of a portion of its stock held by a 
decedent's estate.”’ 
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of death or attempted sale to outsiders. 
Therefore, the corporation would like to 
accumulate earnings so it could redeem the 
stock if the need arose. 


To keep such corporate earnings in the 
form of cash would obviously be more 
and more provocative than if 
corporate management, upon analysis of the 
situation and taking counsel, recognized that 
the earnings would not necessarily be re- 
moved from the .realm of availability for use, 
if needed, for future stock redemption if the 
earnings could be safely and properly ac- 
cumulated in [ than 
its equivalent or listed securities, Corporate 
could be reminded that re- 
demption of stock can be made by distribu- 
tion in kind, in assets which could be the 
building or the plan, business units, or even 
in the distribution of and additional 
businesses which have acquired with the 


vulnerable 


some form other cash, 


management 


new 
been 


corporate earnings. 


time of retire- 
that may 
stockhold- 
corporation, there 
kind to the with- 
shareholder. The corporation can 
shrink itself down by using 
to make distributions in 
kind to redeem the stock of the withdrawing 
or deceased stockholder. This distribution 
in kind, whether technically qualifying or 
not as a partial liquidation under Sections 
331 and 346, o1 355 dis- 
tribution,” 


transfers of the 


The point is that at the 
death or parting of 
between the two or 


ment, Ways 


occu?#4 more 


ers of a closely owned 


can be a distribution in 
drawing 
contract or 


cor porate assets 


even as a Section 
could be form of 
real estate or the additional 
the additionally ac- 
stock of subsidi- 
aries which have been built up or acquired 
with the accumulated corporate earnings or, 
if preferable, such assets or stock can actu- 
ally be sold and the cash proceeds thereof 
used for the stock redemption. Perhaps, 
this is all easier said than done, because it 
must be conceded that certain types of ex- 
pansion will result in a particular structure 
or type of business operation which cannot 
be shrunk down except at prohibitive sacri- 
fices or which simply will not lend itself to 
a corporate contraction or partial liquidation 
where the assets in kind or the proceeds of 
the sale thereof would be available for dis- 
tribution to the withdrawing shareholder. 
In other have situations 


made in the 


business units, or of 


quired businesses or the 


words, you may 

‘A word of caution is in order: Sec. 355 dis- 
tributions are subject to very careful policing 
and will be deemed ordinary dividends: to the 
recipient if it is determined that the transaction 
was principally a device for distribution of 
earnings. 

* Query: Does this mean that there is is rea- 
sonable likelihood that a corporation, with 
proper planning over a sufficiently long period, 
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where it taking of part 
of a building by eminent domain where the 
remaining portion is not usable and, there- 
fore, the whole building would have to be 
destroyed. 
proper analysis will disclose, the expanded 
can be shrunk and con- 
tracted, if necessary, to buy out or redeem 
the withdrawing shareholder. Thus, under 
proper circumstances, the earnings will have 
been accumulated with less vulnerability to, 
if not immunity from, Section 531 tax and 
will yet be available for the redemption 
contingency through a distribution in kind 


is lke an arbitrary 


However, in many instances, as 


business down 


or through a sale of part of \he business and 
distribution of the proceeds to redeem the 


stock.” 


course, the corpora- 
to contract but, 
because of its size and assets built up with 
retained earnings, able to borrow 
the funds required to redeem the _ stock. 
When the loan is made tor redemption pur- 
it would seem, as a practical matter, 
that the danger may be rather minimal that 
the use of subsequent vear’s earnings to 
retire such indebtedness will be held to be 
an improper retention of earnings beyond 
business, since 


In many instances, of 
tion will not actually have 


will be 


pose s, 


the reasonable needs of the 
the earnings are not being accumulated but, 
contrary, are in whole or in part 


being distributed. 


on the 


Technically, there should be no difference 
at all whether the accumulation is to pay off 
a debt incurred from a lending institution 
or in fact to make installment payments 
directly to the withdrawing stockholder. 
Sut, as a practical matter, if a choice is to 
be made between borrowing or installment 
payment, the borrowing might be preferable 
as possibly being less provocative and, thus, 
simply constitute a more desirable type of 
solution where immediate funds are insuf- 
ficient to make the entire redemption 


ACQUIRING NEW BUSINESS 


Management's Third Alternative 

The 
regulations on the 
tax.—Until 
posed that the corporation whose present 


pre posed Treasury 


earnings 


“sleeper” in the 
accumulated 
recently “ it was generally sup- 
business did not reasonably need its surplus 
after tax earnings faced only the two alter- 


would never have to pay any dividends, despite 
large earnings, if it used such earnings to ac- 
quire (either by purchase or by nontaxable 
stock exchange) new businesses and, then, after 
any applicable holding period, distributed the 
stock of such new subsidiary businesses under 
Sec. 355? 
3% See Holzman, work cited at footnote 4. 
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natives of either (1) paying those earnings 
out as taxable dividends to its shareholders, 
or (2) exposing itself to the 27% per cent 
to 38% per cent penalty tax imposed by 
Section 531. But it now appears that the 
corporation has a third alternative: A cor- 
poration can avoid the penalty tax if it uses 
its earnings to set up or acquire a new or 
additional business, no matter how unrelated 
to its original or present business. 


This is an important fundamental change 
in our tax law which, up to now, has been 
unheralded and seems to have escaped the 
notice not only of the legal, accounting and 
corporate management professions, gener- 
ally, but even of tax experts and specialists, 
many of whom (present company included) 
only now are doing a “double take” as they 
reread the proposed regulations of last 
January and wh'le they await the promulga- 
tion of the final regulations. This is due to 
the fact that the proposed regulations ap- 
pear to have adopted this fundamental and 
basic change in the Treasury policy of ad- 
ministering the Section 531 tax with very 
little new language and with seemingly only 
minor alterations of the language of the 
regulations under the 1939 Code. 

In effect, the change in Treasury policy 
would actually be a very logical and much- 
needed extension of the expansion-of-a- 
business concept has always been 
accepted as a reasonable need of business. 
What this highly commendable policy change 
would really mean is that the growth of a 
business now need not be limited to its 
present business and that if growth in its 
present business is not practicable or desir- 
able, or is less attractive than the acquisition 
of a new business, the corporation can now 
to go into whatever new 
believes it can achieve success. 


which 


use its earnings 


business it 

This new policy, if finally adopted, not 
only sanctions a healthy flexibility for our 
economy but, it is believed, will be hailed 
as correcting a standing defect in 
Treasury policy which has heretofore often 
hampered the growth of closely held corpo- 
rate businesses by preventing them from 


long 


* Holzman, work cited at footnote 4, at p. 16. 
“But the ploughing back [of retained earn- 
ings] must be into the corporate enterprise it- 
self and not into other fields.’’ (Lasser and 
Holzman, “‘The ‘102’ Cases,'’ 3 Tax Law Review 
119, 136 (1947).) See, also, Cary, article cited 
at footnote 11, at p. 1300. 

Another writer states that: ‘‘A new business 
of another corporation will be regarded as the 
taxpayer's business only if the other corpora- 
tion is merely the taxpayer's instrument by 
ownership of all the stock. Whether such 
ownership involves the improper accumulation 
of surplus depends upon the circumstances of 
each case. The acquisition must be made with- 
in a reasonable period after the accumulation 
of surplus. IJnvestments should be related to 
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making the most of their opportunities and 
resources and adapting their operations to 
changing economic conditions. 


Prior Law 


Prior to the proposed regulations under 
Section 537 of the 1954 Code, the position 
ot the Treasury towards diversification into 
unrelated business lines, as distinguished 
from expansion into similar or related busi- 
ness lines, was embodied in Regulations 118, 
Section 39.102-3(b) (and the predecessors 
of that section), which stated: 


“The business of a corporation is not 
merely that which it has previously carried 
on, but includes in general anv line of busi- 
ness which it may undertake. However, a 
radical change of business when a consider- 
able surplus accumulated may 
afford evidence of a purpose to avoid the 
surtax.” (Italics supplied.) 


has been 


The same paragraph of Regulations 118 
also used the limiting phrase “in the same 
or a related line of business.” This latter 
phrase was part of the sentence dealing 
with the use of earnings for the acquisition 
of the stock of subsidiary corporations. Ex- 
cept for the repetition, at various parts of 
points in the regulation, of the statutory 
phrase “the reasonable needs of the busi- 
ness,” the regulations simply made no fur- 
ther reference to the question of acquisition 
of new businesses. 


Thus, it is not surprising that it has been 
quite generally assumed both by the courts 
and the legal writers that the retention of 
corporate earnings for the purpose of ac- 
quiring the assets or stock of an unrelated 
would not deemed to be a 
reasonable business need within the mean- 
ing of the accumulated earnings penalty tax 
law. Thus, it has been stated: 


business be 


Ploughing back of earnings into the busi- 
ness, however, is restricted to the present 
business of the corporation. The Code does 
not grant a tax subsidy to earnings that have 
been retained for the purpose of entering into 
another field of endeavor.” ™ 


the business of the corporate ta»payvers; other- 


wise § 531 will probably be invoked.’ 
omitted; italics supplied.) (Casey, 
at footnote 4, at " 2650.) 

Another writer observes that the courts have 
been rather harsh on the taxpayer in deter- 
mining what constitutes a related field. (Bolan, 
‘Section 102: A Persistent Menace to Closely 
Held Corporations,"’ 27 St. John’s Law Review 
1 19 (1952).) 

In Smoot Sand & Gravel Corporation, the 
court implied that the entry of a sand and 
gravel mining and dredging company into the 
business of selling ready-mix concrete was a 
related business, but did so only after the tax- 
payer had introduced considerable evidence to 
the effect that a large portion of its sales of 
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(Citations 
work cited 





have been expressed by 
others though in no case has the issue ever 
been squarely presented in classically clear 
form as the sole question. In Southland 
Industries, Inc.,* the court rejected the con- 
tention of a broadcasting station that it 
would use its accumulated earnings to ac- 
quire a department store or other merchan- 
dising enterprise as having “no bearing on 
the needs of the broadcasting business in 
which petitioner was engaged.” Somewhat 
similarly, in World Publishing Company v. 
’. SS.” it was stated, in effect, that a radio 
broadcasting business was not such a rea- 


Similar views 


sonable need of a newspaper business that 


accumulation for such purpose was justified. - 


Actually, in view of the common pattern of 
the radio and newspaper ownerships in this 
country, it would that radio broad- 
casting was a related line of business. 


seem 


practical difficulties 
in attempting to draw any line be- 
what is a similar or related line of 
business and what is unrelated, and it is 
understandable that the courts and the In- 
ternal Revenue Service, as well as corpora- 
tions, recognized this as one more unhappy 
uncertainty under the accumulated earnings 
penalty tax provisions. For whatever the 
may be, if the Treasury is now 
definitely going to abolish the requirement 
that a business newly acquired with retained 
earnings must be similar or related to the 
existing or previous business of the corpo- 
ration, the old difficulties in drawing this 
particular distinction will be thankfully dis- 
As a result, we will be entering a 
era in which the tax can be re- 
sponsive to the demands of the times and 
freely offer corporate management the un- 
restricted opportunity to use retained earn- 
ings to acquire a business no matter how 
dissimilar or unrelated to its 
previous business. 


Of course, inherent 
exist 


tween 


reasons 


carded. 


new law 


existing or 


New Policy in Proposed Regulations 


So that there be no misunderstanding of 
the basis for our conclusions, we wish to 


(Footnote 37 continued) 

sand and gravel were to ready-mix concerns, 
and that these concerns were demanding such 
concessions from the taxpayer that its direc- 
tors planned to enter the ready-mix field in self- 
defense. 

*® CCH Dec. 15,467(M), 5 TCM 950 (1946). 
See, also, J. M. Perry & Company, Inc. v. Com- 
missioner, 41-2 ustc ©9492, 120 F. (2d) 123 
(CCA-9): and Lane Drug Company, CCH Dee. 
13,895(M), 3 TCM 394 (1944). 

* 47-1 ustc § 9280, 72 F. Supp. 886, 894, aff'd, 
48-2 ustc { 9346, 169 F. (2d) 186, cert. den. 

“The adjective “‘unrelated’’ also appears in 
proposed Regs. Sec. 1.537-2(c)(2), which states 
that the accumulation of earnings will be gen- 
erally considered to be beyond the reasonable 
needs of the business if used for ‘‘investments 
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again emphasize that the proposed regula- 
tions do not include any formal announce- 
ment of a basic policy change. Rather, it 
is from the study of the proposed regula- 
tions and from the comparison of their 
structure and language with that of the 
prior regulations that there emerges this 
fundamental change in policy permitting 
the acquisition of unrelated business. Never- 
theless, in the final regulations it is to be 
much desired that the policy be more clearly 
and affirmatively stated. 

The key section is Section 1.537. Section 
1.537(1)(a) merely deals with the reason- 
able needs of the business in general and 
subparagraph (b) deals with the important 
subject of reasonably anticipated needs, but 
neither of these subparagraphs touch on the 
specific question of the entry by the cor- 
poration into a new business. 

It is in Section 1.537-2(b) where a provi- 
sion bearing on the point first appears. This 
paragraph lists five situations which, in gen- 
eral, would indicate that earnings are ac- 
cumulated for reasonable business needs: 


(1) Reasonably imminent expansion or 
plant replacement 

(2) “To acquire a business enterprise through 
purchase of stock or assets.” (Italics supplied.) 

(3) Retirement of bona-fide indebtedness. 
(4) Necessary working capital. 
(3) Necessary investments or loans to 
suppliers and customers. 

The fact that clause (2) above, providing 
that accumulated earnings may be used “to 
acquire a business enterprise through pur- 
is a completely 
new provision with no counterpart in the 
prior regulations, gives it an unmistakable 
The further fact that this pro- 
is used without any modifying or 
delineating phrases, such as “related,” ” 
“similar,” “substantially the same as,” “like” 
or “connected,” seemingly must have the 
further unmistakable significance that any 
business will qualify and not 
similar or related business, 


chase of stock or assets,” 


sign‘ficance. 
vision 


merely a 


in properties, or securities which are unrelated 
to the activities of the business of the taxpayer 
corporation."’ However, this provision deals 
with investments, in contrast to acquisitions, of 
a business enterprise and is not believed to 
impugn the policy change permitting acquisition 
of unrelated businesses. On the contrary, it 
relates to situations of partial ownerships anal- 
ogous to the situation dealt with in proposed 
Regs. Sec. 1.537-3(b), where it is stated, in 
effect, that it is only when the acquisition of a 
stock of another corporation is less than 80 per 
cent, and there is no operational relationship 
which makes the subsidiary corporation an 
instrumentality of the parent company, that it 
would be regarded as an investment rather 
than as the acquisition of a business enterprise. 
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If there remained any doubt as to the 
policy change which is embodied in the 
proposed regulations, it would appear to 
be completely dissipated by Section 1.537-3, 
which is a one-sentence paragraph categori- 
cally and without any modification stating 
that: “The business of a corporation is not 
merely that which it has previcusly car- 
ried on but includes, in general, any line of 
business which it may (Italics 
supplied.) 

Now while this very sentence was 
in Section 102(c)(3) of the prior regula- 
tions, it was there assumed and understood 


widertaice. 


also 


to have a restricted meaning because it was 
merely the first sentence of a long para- 
graph and it was immediately modified by 
the succeeding sentence reading as follows: 
“However, a radical change of business when 
a considerable surplus has been accumu- 


lated may afford evidence of a purpose to ~ 


avoid the surtax.” (Italics supplied.) 


Furthermore, the very next sentence also 
contained restrictive language, namely, the 
phrase “in the related line of 
business,” in referring to stock of a sub- 
sidiary corporation. 


Same or a 


It has been this last-quoted sentence that 
has been largely relied upon as establishing 
and embodying prior Treasury policy against 
the use of corporate earnings for the pur- 
unrelated Thus, the 
Eighth Circuit, in Kerr-Cochran, Inc., made 
the following statement: 


chase of businesses. 


“Indeed, radical changes in the business 
of a corporation, on the basis of an accumu- 
lation of earnings and profits, may them- 
selves be capable, without regard to the 
presumption of Section 102(c), of pointing 
toward a violation of the statute, or, as 
Treasury Regulations 111, Section 29.102-3 
expresses it, ‘may afford evidence of a pur- 
pose to avoid the surtax’.” 


With the elimination of this restrictive 
sentence from the proposed regulations, and 
with the other previously mentioned addi- 
tions, it seems quite clear that the proposed 


regulations now embody a new Treasury 
policy decision to recognize that the needs 
of any corporate business encompass the 
acquisition of new businesses, whether or 
not related to the business previously car- 
ried on by the corporation. 


Limitations on Unrelated 
Business Acquisitions 


If, indeed, the proposed regulations re 
flect the new policy, we must now ask 
whether there are any limits whatsoever on 
the kind of new business which may be 
established or acquired with retained earn- 
ings. In this connection, the whole history 
of Section 531 and its predecessor Sections 
102 and 104, as well as the proposed new 
regulations themselves, make it clear that 
there are limits. The chief limit is that the 
unrelated business must not be a passive 
investment which, if separately incorporated, 
would amount to nothing more than a mere 
holding or investment company. 


That this is so and that, therefore, the 
business must be an actively conducted busi- 
ness appears from the last sentence of Sec- 
tion 1.537-3 of the proposed regulations: 
“Moreover, the business of one corporation 
does not include the another 
corporation if such corporation is a personal 
holding company, investment company, or a 
corporation not engaged in the active conduct 
of a trade or business.” (Italics supplied.) 


business of 


Thus it seems quite clear, therefore, that 
there is a limit, and perhaps only one over- 
all limitation, that retained earnings cannot 
be used to acquire a mere holding company 
or investment company type of business, a 
type of business defined in the old regu- 
lations and the new proposed regulations." 


Helpful Clues in Regulations 
Under Other Code Sections 


In addition to the negative limitation that 
the new business must not be a holding or 





“1A holding company is: ‘‘a corporation hav- 
ing practically no activities except holding prop- 
erty and collecting the income therefrom or 
investing therein (Italics supplied.) 
An investment company is a holding company 
whose ‘‘activities further include or consist sub- 
stantially of buying and selling stocks, securi- 
ties, real estate, or other investment property 
(whether upon an outright or marginal basis) 
so that the income is derived not only from the 
investment yield but also from profits upon 
market fluctuations, the corporation shall be 
considered an investment company within the 
meaning of Section 533(b)."’ 

The case law dealing with what is a holding 
or an investment company is found in a line of 
older cases occurring prior to the establishment 
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of the separate section dealing with personal 
holding company liability. No case on this is- 
sue has been discovered involving a_ taxable 
year subsequent to the enactment of the per- 
sonal holding company provisions. 

The purport of those older cases is to the 
effect that the ownership of stock in another 
corporation, where there is no subsidiary rela- 
tionship established, is an active holding com- 
pany unless the business of such other company 
is actually conducted, directed or operated by 
the taxpayer corporation. (See, Industrial 
Bankers Securities Corporation v. Higgins, 39-1 
ustc { 9504, 104 F. (2d) 177 (CCA-2), and, gen- 
erally, cases set forth at CCH Standard Federal 
Tax Reports, { 3309.025 and following. 
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investment company, it would be helpful to 
find some official explanation of the positive, 
namely, what constitutes the active conduct 
of a trade or business. Of course, this im- 
mediately suggests the pertinent material to 
be found in the regulations under Sections 
346 and 355. Now, while the regulations un- 
der 346 make cross-reference of the Section 
346 use of the active conduct of a trade or 
business phrase to the regulations under Sec- 
tion 355 such 
contained in the proposed new regulations 
under Section It might be helpful if 
some cross-reference were to appear in the 
final Section 531 regulations, as that would 
help illuminate this area of what 
constitutes an active trade or business for 
the purposes of Section 531. 


there is no cross-reference 


537. 


whole 


The fact that the proposed Section 531 
regulations do not go on to spell out, with 
the kind of particularity and illustrations 
that are found, for example, in the regula- 
under what kinds of 
business operations would qualify makes it 


tions Section 355, 
necessary to cast about for examples of how 
the Internal Revenue Service has treated a 
similar quéstion under other 
the law.® 


sections of 


Thus, much useful and apparently quite 
relevant guidance can be gleaned from the 
regulations under Section 355, Examples 3, 
4, 6 and 10, which portray what is and what 
is not a separate actively conducted busi- 
However, the statutory purposes of 
Section 355 and 531 are different and, hence, 
there is not an identity of problems involved. 
Consequently, whereas the special purposes 
of Section 355 preclude the spin-off of a 
coal mine from an integrated railroad opera- 
tion where the railroad consumes all of the 
coal, for Section 531 purposes there would 
be no question but what a railroad could 
accumulate, retais and use its earnings to 
acquire a coal mine, any coal mine under 


ness.“ 


the proposed regulations, and even, under 
the prior Treasury policy, a coal mine the 
entire output of which could be used by the 


taxpayer corp oration. 


Another part of the Code and regulations 
which appears to contain highly useful ma- 
terial reflecting the Internal Revenue Serv- 
ice thinking with respect to what qualifies 
as an actively conducted business is to be 
found under Sections 512 and 513 dealing 
with “unrelated business taxable income” 


“ The word ‘“‘business’’ is used in numerous 
sections of the Code dealing with various prob- 
lems; hence the meaning of ‘‘business’’ often 
depends on the modifying phrase, context or 
section in which it is used. Compare the fol- 
lowing 43 Code sections in which “business” 
appears: Sec. 62, 162, 165, 166, 167, 172, 174, 
346, 355, 446, 482, 502, 511, 512, 513, 514, 533, 
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in the case of exempt organizations. The 
problem there is in a sense the converse of 
that under Section 531. Under Sections 512 
and 513, in a broad sense, the purpose is to 
tax exempt organizations which engage in 
the active conduct of a business on the 
income arising from such business, 
one might say that under Section 531 the 
objective is to permit the use of retained 
earnings to acquire the type of business 
which, if acquired and conducted by an 
exempt organization, would result in tax- 
able income to such organization. However, 
it must be noted that there are some special 
refinements in the case of exempt organi- 
zations so that the parallel is not exact. 


whereas 


A recent Internal Revenue Service ruling 
illustrates the foregoing point. In Rev. Rul. 
58-482, I. R. B. 1958-40, 38, it was held that 
the direct operation by the employees of a 
charitable trust of orchards and farms con- 
stituted an unrelated business under Sec- 
tion 513. However, most interestingly, the 
ruling goes on to state that farm income 
derived by the charity from a tenant under 
a lease whereunder the charity is neither a 
joint venturer or a partner is not unrelated 
business taxable income under Section 512. 
The word “unrelated” used in a 
sense that, under our analogy to Section 537, 
would be equivalent to “actively conducted.” 


here is 


Another Limitation: 
Method of Ownership 


If the only kind of new business which 
will qualify is an actively conducted busi- 
then it would that passively 
conducted businesses, such as holding and 
investment defined in the 
regulations discussed above, will not qualify 
to justify the retention or accumulation of 
corporate earnings. But this distine- 
tion as to whether a business is actively or 
passively conducted rest on solely the in- 
herent nature of the business, or may it 
also depend on the method of conducting 
a given business? It would appear that 
certain businesses are inherently so com- 
pletely described by the definition in the 
regulations of a mere holding company or 
investment company that no matter how 
actively they may be conducted or what 
their magnitude may be, they would not 
qualify. Mere ownership of real or personal 
property and 


ness, follow 


companies as 


does 


collecting the income there- 


535, 543, 545, 556, 701, 761. 851, 861, 871, 875. 
881, 882, 911, 921, 931, 1091, 1221, 1231, 1236, 
1237, 1361, 1402, 1441, 1442, 1443, 1551. 

“Caplin, ‘Corporate Separations: Re 5-Year 
Business Rule,’’ Proceedings of the New York’ 
University Fifteenth Annual Institute on Fed- 
eral Taxation (1957), p. 623. 
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from would exemplify such inherently pas- 
sive businesses. 


On the other hand, businesses inherently 
active, such as farming, might well be con- 
ducted in such a fashion or under such an 
arrangement as to be merely passive and, 
therefore, not justify the use or accumula- 
tion of corporate earnings. For example, 
in the Kerr-Cochran Tax Court case, an auto 
agency engaged in a wheat-growing ven- 
ture, apparently on a sharecropping basis. 
Under such circumstances, it would appear 
that, as to the corporation, this was not an 
actively conducted business. The reason is 
that in such a venture the corporation would 
not be actively engaged in the farming 
operation and its activities would be pretty 
much limited to the collecting of its share 
of the income as was mentioned in the 
above-cited revenue ruling dealing with the 
farm income of the charity. 


Kerr-Cochran also acquired a warehouse, 
which is not described except as being rented 
to others. If the warehouse were rented on 
a net-lease basis to a single tenant, there 
would appear to be no active conduct of a 
business on the part of the corporation, It 
would be doing little more than holding the 
investment and collecting the income there- 
However, if instead of one tenant on 
a net-lease basis, there were two tenants 
on a month-to-month or year-to-year gross- 
rental that the corporation was 
required to maintain and keep the premises 


from. 


basis, so 


in repair, negotiate new leases and select 
new tenants upon vacancies, then we would be 
coming closer to a situation which amounted 
to the active conduct of a business, which 
would justify the use of accumulated cor- 
porate earnings. 


As in the other areas of the law, ex- 
amples of clear cases almost answer them- 
selves, but it is the that are 
most perplexing. Again, the Kerr-Cochran 
corporation purchased for the sum of $70,000 
building, but the facts are not 

If the entire building were rented 
on a net tenant, you would 
probably have one answer. On the other 
hand, if it were a sizeable building largely 
financed by mortgages, with multiple tenan- 
cies, and if there was rather active operation 
of the building of a direct nature by the 
corporation, the answer appears quite clearly 
to be different. 


ck se cases 


a rental 
elaborated 


basis to one 


Another Limitation Applicable 
to Partial Ownerships 

We have been discussing and contrasting 
the passively conducted business with the 
actively conducted business, Now our dis- 
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cussion of investment of retained earnings 
in unrelated business lines must go on to 
carefully distinguish between investments in 
which substantially complete ownership or 
control of the unrelated business is acquired 
and situations where neither ownership nor 
control is substantially complete. In_ the 
latter case, with one exception to be dis- 
cussed, the proposed regulations indicate no 
real change from prior law, which, as de- 
lineated by the cases, pretty much condemned 
such partial investments unless you could 
show that the investment or loan was a 
business necessity required by the taxpayer's 
already operating business. 


The critical issue, however, is not only 
the degree of ownership required for the 
new business purchased with the accumu- 
lated earnings, that is, whether the owner- 
ship must be 100 per cent ownership, 80 
per cent or more ownership, 50 per cent 
ownership or maybe less than 50 per cent 
ownership. It would appear that the regu- 
lations, quite logically, have, insofar as sepa- 
rately incorporated have been 
involved, long required that (holding and 
investment companies excluded) the more 
complete the ownership the less need for 
direct-control activity by the investing cor- 
porate taxpayer. Thus, in Section 1.537-3(b) 
it is stated that investment by a corporation 
of its earnings in the stock or securities of 
another corporation “is not, of itself, to be 
regarded as employment of the earnings 
and profits in its business.” However, the 


businesses 


proposed section goes on to state that if 
“a subsidiary relationship is established,” the 
investment “may constitute employ 
ment of the earnings and profits in its own 
business.” 


Again, the section states that “the busi- 


ness of one corporation be regarded 
as including the business of another corpo- 
ration if such other corporation is a mere 
instrumentality of the first corporation; that 
may be established by showing that the first 
corporation owns at least 80% of the voting 
stock of the second corporation.” (Italics 
supplied.) 

The 
the stock ownership is less than 80 per cent 


may 


section goes on to provide that if 


in the other corporation, the answer will 
depend upon all of the circumstances of the 
case. Presumably, the particular circum- 
stances are favorable. where in the case of 
less than 80 per cent ownership, the tax- 
payer corporation actively directs the affairs 
of the subsidiary corporation rather than 
merely financing them. 


The Senate committee report on the 1954 
Code states that where there is 80 per cent 
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or more ownership of voting stock of an- 
other corporation, “the taxpayer should be 
viewed as though it engaged directly in the 
business of such other corporation. If the 
taxpayer’s ownership of stock is less than 
80% of the other corporation, a factual 
determination should be made as to whether 
the funds are employed in a_ business 
operated by the taxpayer.” 


The committee report goes on to state 
that: “However, the operation through stock 
ownership of a personal holding company, 
an investment company, or a corporation 
not engaged in the active conduct of a trade 
or business, should not provide a basis for 
the exclusion of the funds from possible 
application of the accumulated earnings tax.” 


Thus, the legislative history supports the 
proposed regulations. 


Normally, it would be difficult to estab- 
lish that a taxpayer corporation actively 
conducted the trade or business of another 
company where it owned less than 50 per 
cent of such company, although one can 
conceive of a variety of factual situations 
where this would be true, for example, a 
management company with minority invest- 
ments in its client corporations. Or a cor- 
poration may purchase a small amount of 
stock in another corporation to get its foot 
in the door, with a serious and ultimately 
successful purpose of gaining control. It 
would appear, therefore, that there should 
be no arbitrary percentage rule, although in 
the absence of such a rule there is bound to 
be great likelihood of uncertainty and con- 
troversy in a broad borderline case area. 


New Customer Loan Provision 
of the Regulations 

The one significant respect in which the 
proposed regulations do say something both 
new and specific is in Section 1.537-2(b) (5) 
where for the first time it is officially recog- 
nized that “investments or loans to suppliers 
or customers necessary to maintain the busi- 
ness of the corporation” are a reasonable 
need of the business. In this respect, the 
proposed regulations seem to be merely 
declaratory of existing law.“ 

Under some circumstances, this necessity 
or connection may be shown to exist in 


situations where the second corporation was 
an important supplier or customer who 


pretty much insisted on the loan or invest- 
ment as a condition of the business done. 
Here, the inquiry and criteria might be some- 
what analogous to that in cases involving 
ordinary versus capital loss deductions and 
cases dealing with whether bad debts were 
business or nonbusiness bad debts. Thus, 
for example, under old Section 23(e), now 
Section 165, a recent case involved the ques- 
tion of whether a department store could 
take an ordinary deduction for loss on a 
sale of stock in a corporation manufacturing 
ladies suits in which it had made an invest- 
ment, and the district court approved the 
deduction where the investment had been 
reasonably dee ned “necessary to insure a 
need of source of supply.” But under old 
Section 23(k), now Section 166, in a fairly 
typical decision, it was recently held that a 
luggage manufacturer was limited to a non- 
business bad debt deduction on an uncol- 
lectible loan to a movie corporation, because 
he was not in the financing 
movies.” 


business of 


Earning Accumulations 
for Future Acquisitions 


Of what significance is it that the portion 
of the proposed regulations which appear to 
open the door to the acquisition of unrelated 
businesses is found under the one-sentence, 
new Code which simply pro- 
vides that the term reasonable needs of the 
business include “the reasonably anticipated 
needs of the business.” It will be remem- 
bered that the purpose of this section, as 
found in the Senate committee report, was 
to make it clear that “there is no require- 
ment that the accumulated earnings and 
profit be invested immediately in the busi- 
so long as there is an indication that 
future needs of the business require such 
accumulation. In any case where there exists 
a definite plan for the investment of earnings 
and profits, such corporation need not nec- 
essarily consummate these plans in a rela- 
tively short period after the close of the 
taxable year.” (Italics supplied.) 


Section 537, 


ness 


Does this mean that the taxpayer corpo- 
ration may comfortably and safely accumu- 
late its earnings over a reasonable number 
of years for the purpose of entering into a 
unrelated business either directly or 
through a subsidiary corporation? Or will it 
be safer if 


new 


the corporation uses the ac- 





“A number of cases have held that loans to, 
or investments in, unrelated suppliers of custo- 
mers were within the reasonable needs of the 
business of the accumulating corporation. (See, 
for example, National Yarn Corporation, CCH 
Dec. 17,772(M), 9 TCM 603 (1950); Baker & 
Company, Inc., CCH Dec. 13,518(M), 2 TCM 
827 (1943); and Al Goodman, Inc., cited at foot- 


Federal Tax Conference 


note 13.) In these cases it was possible for the 
petitioner to demonstrate a business purpose 
in the loan or investment. 

* Smith & Welton, Inc. v. U. 8., 582 vustc 
{ 9783 (DC Va.) 

“ Koch, et al. v. U. S., 
(CA-9). 
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cumulated earnings of only one year and 
borrows the remaining money either from a 
lending institution or through the mechanism 
of an installment purchase of the new, unre- 
lated business? Perhaps the answer can be 
reasoned thus: If the acquisition of a “busi- 
ness enterprise” is approved as a reasonable 
need, then it should follow that the discharge 
of an indebtedness incurred in connection 
therewith would be within the scope of pro- 
posed Section 1.537-2(b)(3), which approves 
use of earnings to retire bona-fide indebted- 
ness created in connection with the business. 

What then can be finally said as to the 
important question of in what amount and 
for how long may a corporation accumulate 
its earnings, not otherwise needed by it, “to 
acquire a business enterprise by purchasing 
stock or which business could be 
either related or unrelated? Will a longer 
accumulation period be permitted for a re- 
lated business than for an unrelated business ? 


” 
assets, 


It would appear that reasonable rules of 
interpretation should apply to implement the 
apparent new policy under the proposed 
regulations and should not arbitrarily differ- 
entiate the related from the unrelated busi- 
ness either as to the permissible period of 
accumulations or any other purpose. The 
problem admits of no ready rule of thumb 
as to how long a period earnings may be 
accumulated for such a purpose. 

Put useful guides may perhaps be found 
in the various phrases and criteria men- 
tioned in Section 1.537-1(a) and (b) of the 
proposed regulations under the headings of 
“Reasonable Needs” and “Reasonable Anti- 
cipated Needs.” Some of these are: “prudent 
businessman”; “bona fide business purpose”; 
“specific, definite and feasible plans’; and 
“within a reasonable time depending on all 
the facts and circumstances.” The regula- 
tions also state that uncertain or vague plans 
or indefinite postponement of the execution 
of definite plans will normally not justify 
retention of earnings. 

Many factual situations will provide hard 
tests for the various criteria of the new 
regulations. For example, are the plans 
vague and uncertain in the case of a de- 
clining corporate business that still has 
substantial earnings, but, in which case, it is 
demonstrable that the corporation must ac- 
quire a new business or die, however, the 
corporation as yet has not been able to 
make arrangements for the new acquisition 
of a particular business and, as of the end 
of the year, does not even know in what 
line the new business will be that it plans to 





* Egan, Inc. v. Commissioner, cited at foot- 
note 13. 
* Compare Congressional intent in denying 


the benefits of the new Subchapt. S provisions 
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acquire? Suppose the only thing that is 
known is that the board of directors and 
the officers have firmly resolved that they 
will acquire a new business or businesses. 
Are such plans so vague and indefinite as to 
subject the earnings to the penalty tax? “ 


Accumulated Earnings 
Used to Acquire Real Estate 


Now, if the corporation has a definite and 
specific plan and wishes, and is willing, to 
take advantage of the new opportunity which 
apparently now exists to diversify and in- 
vest its earnings accumulation in another 
but unrelated business and thereby avoid 
the lash of the Section 531 penalty tax, can 
the investment be made in real estate? Real 
estate has been a favorite investment, as 
well as business, depending on all the facts, 
and so this is a difficult question. An auto- 
mobile dealer, for example, can safely ac- 
quire a manufacturing company, a retail 
store, a distributing company, a wholesale 
or jobbing company, in any line whatsoever, 
or dealing in any product at all, and thereby 
obviate any necessity for concern about the 
Section 531 penalty tax. But can the cor- 
porate automobile dealer, for example, ac 
quire rental real estate? Or, phrased another 
way, under Section 531 what kind of rental 
real estate acquisition may be made safely 
as a business diversification ? 

We all know that there are many ways of 
investing in, or acquiring and operating, 
rental real estate. The more important and 
more common forms of real estate owner- 
ship and operation may be basically said to be: 

(1) Net lease—Here we are referring to 
the acquisition of real property which may 
be industrial, commercial, apartments or, 
even, resort property motel). 
The property may consist of a single unit or 
multiple units. But the form of ownership 
in operation is purely passive, because the 
property is leased to a single tenant on a 
long-term net lease under which the tenant 
pays all of the maintenance expenses, real 
estate taxes, insurance and, in general, main- 
tains the property. The functions of the 
owner of the property subject to a net lease 
are pretty much limited to simple ownership 
and collection of the income and, possibly, 
the making of mortgage payments. There 
are either no obligations or there are purely 
minimal obligations on the part of the 
owner to maintain the property. This type 
of ownership quite obviously does not con- 
stitute an actively conducted business “ and, 


(such as a 


to corporations having more than 20 per cent 
of personal holding company type of income. 
The purpose of the 20 per cent rule in this 
new corporate election provision appears to 
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hence, the use of retained corporate earnings 
to acquire or own such property will invite 
imposition of the penalty tax. The Internal 
Revenue Service will quite probably treat 
this as an unrelated investment and as not 
coming within the reasonable needs of the 
corporate business. 


Suppose an operating real estate company 
uses its earnings to buy such net lease real 
estate? If the answer to this were not 
clearly “beyond the scope of this paper,” we 
would have to guess that the purchasing 
realty company might be able to make out a 
case for different treatment than a nonrealty 
company. 

(2) Real estate managed under contract by 
a management company.—Here, the real es- 
tate can be apartment buildings, office 
buildings or any one of the other types of 
rental real estate mentioned. Here, the 
owner, after the initial acquisition plays a 
very passive role, because he has entered 
into a contract with an established realty 
management company that is in the business 
of managing buildings. 


Under the contract, such a company sets 
rents, selects the tenants, makes all neces- 
sary repairs and does all the things that 
would normally be done by the owner, al- 
though, depending upon the particular situation, 
the owner may consult frequently or only 
infrequently with the management company 
and may participate to a greater or lesser 
degree in the making of important decisions. 
Normally, such real estate management con- 
tracts are cancellable on relatively short 
notice, but typically remain in effect over 
long periods of time despite the fact that 
they are cancellable. There are many varia- 
tions of such management contracts, but 
most frequently the management company 
will handle all disbursements for taxes and 
insurance, mortgage payments, janitorial and 
other Despite the fact that the 
owner will have a veto power over the man- 
agement company and can override the 
management company’s decisions, it may 
not be too easy to classify this ownership 
for Section 531 purposes because, in part, 
it may depend on how the owner exercises 
the power.” Undoubtedly, in the case of a 
sizeable property, its operation will consti- 
tute an active business, but the question is 
whether it is an actively conducted business 


services. 


so far as the use of accumulated earnings of 
the taxpayer corporation is concerned. Sup- 
pose the management contract is drawn in 
terms of principal and agent. Why should 
not the familiar rule that the acts of the 
agent are the acts of the principal be appli- 
cable and, thus, the active conduct of the 
management operations be attributable to 


the corporate principal as owner? 


(3) Self-managed, multiple unit real estate. 
—Here, perhaps, it is not necessary that the 
property be of multiple tenancy, although 
the situation may be clearer where multiple 
tenancy exists. The real estate can be com- 
mercial, downtown office buildings, apart- 
ment buildings or resorts. But, here, the 
corporate owner, whether the real estate is 
owned directly or through a separate, incor- 
porated subsidiary corporation, undertakes 
the actual management and direct operation 
of the property itself. What does this mean? 
Obviously, a corporation can act only through 
its agents or employees. In the preceding 
paragraph, reference was made to a situation 
where the corporation acted through a man- 
agement company, which, in many instances, 
would be a mere agency relationship, al- 
though the management company itself is, 
of course, an independent contractor. But, 
here, we are speaking of a situation where 
the operation is through personnel 
directly employed by the taxpayer corpora- 
tion. In other words, the shopping center 
managers, engineers, janitors and other re- 
quired personnel, for example, will be di- 
rectly employed and on the payroll of the 
taxpayer corporation. The selection of ten- 
ants, collection of rents, payment of mortgage 
payments and all other disbursements con- 
nected with the property will be done by the 
corporation itself and be reflected in its own 
bank accounts and books of account. 


done 


The mere fact that in the negotiations of 
some leases realtors might be involved should 
not alter the situation, nor should the situa- 
tion be altered even if the services of a 
realty management firm are occasionally 
resorted to on a consulting basis, so long as 
the direct operations remain with the tax- 
payer corporation. 

Thus, in the case of the self-managed mul- 
tiple unit realty, the use of the accumulated 
earnings to acquire and operate such prop- 
erty would appear to be amply within the 





(Footnote 48 continued) 
evidence a Congressional intent to deprive pas- 


sive owners of the benefits of the corporate 
form without corporate taxation. It is cur- 
rently being argued that the income of hotels 
and motels should not be considered ‘‘rent’’ 
within the meaning of Sec. 1372(e)(5), inasmuch 
as hotel and motel income is not a passive type 
of income, but is derived from an actively con- 
ducted business. 


Federal Tax Conference 


* Compare powers exercised or delegated in 
realty ventures, which may give rise to tax 
treatment as corporate association, (Aronsohn. 
‘Syndicates,’ Proceedings of the New York 
University Sixteenth Annual Institute on Fed- 
eral Taxation (1958), p. 637; real estate manage- 
ment trusts taxed as corporations, CCH 
Standard Federal Tax Reports, { 5945.3181-.3182: 
Hausler, Tax Factors in Real Estate Operations. 
P-H Tax Ideas {§ 8012. 
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new proposed regulations. Since the ac- 
quisition of the real estate qualifies as the 
acquisition of an actively conducted busi- 
ness enterprise, the legal effect for federal 
tax purposes is that this realty operation 
becomes a business of the corporation. Sup- 
port for this conclusion that the corporate 
owner is actively conducting a_ business 
through its management and operation of 
the real estate can be found in some of 
the examples of actively conducted rental 
property businesses in the regulations under 
Section 355. Example 3 is a situation of a 
bank which occupies one floor of the 
premises and manages and operates the 
remaining ten floors through its real estate 
department. The regulations hold the rental 
of the ten floors to be the active conduct 
of a trade or business. 

Now each of the foregoing situations can 
be almost infinitely varied, and, by small 


Litigation Policy 
of the Chief Counsel's Office 


gradations, the varied situations of one 
category can approach the varied situations 
of one of the other categories. Certainly, the 
variable factors are not limited to those we 
have mentioned, but are in themselves 
legion, and the present discussion can only 
seek to point in the direction of the probable 
result in each basic situation and possibly 
indicate the broad rules by which corporate 
taxpayers may attempt to intelligently de- 
cide on the types of real estate ownership 
and operation which are likely to invite 
imposition of the Section 531 penalty tax 
and the types of real estate acquisition 
and operation which will probably be ac- 
cepted as a safe and legitimate use of ac- 
cumulated corporate earnings under the 
apparent new policy of the proposed Sec- 
tion 531 Treasury regulations. [The End] 


in Civil Tax Cases 


By PAUL E. TREUSCH 


\ 7ITH mounting dockets and resulting 
congestion and delay in the courts 
today commanding the serious attention of 


bench* and bar?’ alike and with tax cases 
admittedly contributing their fair share, 
and more, to the over-all case load,’ the 





‘See address delivered by Honorable Earl 
Warren, Chief Justice of the United States at 
the assembly session, eighty-first annual meet- 
ing, American Bar Association, Los Angeles, 
California, August 25, 1958. 

2See address by Honorable William P. 
Rogers, Attorney General of the United States, 
at the eighty-first annual meeting, American 
Bar Association Section of Judicial Administra- 
tion; report of Attorney General Rogers to the 
Judicial Conference of the United States, Wash- 
ington, D. C., September 17, 1958. See also con- 
cern expressed over backlog of Tax Court cases 
in Preliminary Report of the Advisory Group to 
“Mills Subcommittee’ (April 22, 1957), pp. 
51-54, 57-58. 

* Federal tax litigation during the past term 
of the Supreme Court constituted one out of 
ten ot all petitions filed in civil cases, as well 
as of those granted, and very nearly a like 
percentage of all new cases filed in the lower 
federal courts in which the government was 
party plaintiff or defendant. Thus, 725 peti- 
tions were filed in civil cases in the 1957-1958 
term (exclusive of those in forma pauperis), 
of which 95 were in federal tax cases, 89 by 
taxpayers, and six by the government; 110 peti- 
tions were granted, of which ten were in fed- 
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eral tax cases, seven were taxpayer petitions 
and three were government petitions. For the 
fiscal year ended June 30, 1958, 68,662 new civil 
cases were filed in the United States District 
Courts and Court of Claims, of which the gov- 
ernment was party plaintiff or defendant in 
23,005, and of which 2,059 involved federal taxes. 

Comparatively, too, the volume of tax litiga- 
tion in the federal courts has increased at a 
vastly higher rate than private litigation in 
these courts and at a higher rate, too, than 
government litigation generally. Thus, while 
over the past ten years the total of new cases 
filed in the district courts and Court of Claims 
has increased slightly over 40 per cent (from 
48,537 for the fiscal year ended June 30, 1948, 
to 68,662 for the fiscal year ended June 30, 
1958), and those in which the government was 
party plaintiff or defendant slightly less (from 
18,193 for the fiscal year ended June 30, 1948, 
to 23,005 for the fiscal year ended June 30, 
1958, the total of new civil tax cases filed in 
these courts over the same period has _ sky- 
rocketed by nearly four times, or about 20 per 
cent a year (from 492 for the fiscal year ended 
June 30, 1948, to 1,325 for the fiscal year ended 
June 30, 1958 (refund suits only); only two and 
one-half times if other cases (collection cases) 
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The author is Special Assistant to 
the Chief Counsel, Internal Revenue 
Service, with responsibility in 

civil litigation matters. 

The views expressed herein do not 
necessarily represent those 

of the Treasury Department. 


litigation policies of the Chief Counsel in 
the Internal Revenue Service have come in 
for intensified re-evaluation with a view 
toward curtailing the number of disputes 
which must, should or may be presented 
tor judicial resolution.‘ 


Tax disputes are, of course, not an en- 
tirely unexpected by-product in a revenue 
system which, in the past year, with over 
90 million returns filed, produced 
$80 billion in reveune.” The gratifying fact 
is that all but a small fraction of this reve- 
nue is collected through 
Disputes, when they do arise, are in the 
main disposed of through the settlement 
machinery in the Service,* most at the audit 
stage where they first arise or, later, after 
informal conference with the group chief, 
and upon protest, at the Appellate 
Division level, and upon the filing of a 
petition in the Tax Court, at the litigation 
or regional-counsel level. Out of a total 
of | million income tax returns in which 
additional assessments were proposed last 
vear (on individual and corporate returns), 
formal protests were filed by taxpayers in 
only slightly than out of every 
100 instances and, of these, only one out of 
20 ever reached trial in the Tax Court.’ 


some 


self-assessment. 


others 


more one 


While this places the litigation phase in 
perspective in the scheme 
and reflects the determined the 
Service to dispose of disputes at the 
stage practicable, it by no means 
sugges's the the rela- 
tively small residue which is not boiled off 
before reaching the courts. Of course, 
handling an over-all civil tax docket of 


over-all revenue 
policy of 
tax 
earliest 
true significance of 


some 20,000 cases, involving over $4 billion 
in revenue, is hardly a small responsibility 
for any law office, even with ultimate re- 
sponsibility—except with respect to the 
13,600 Tax Court cases—vested in the De- 
partment of Justice.” It is the 
though, these cases have a twofold 
significance in the revenue system: Most 
of them simply represent honest disputes 
between a taxpayer and his government in 
the individual case; others, though, may 
set a pattern for other taxpayers—some- 
times hundreds or even thousands of other 
taxpayers—and affect the well-working of 
the revenue system as a whole. The litiga- 
tion policy of the Chief Counsel in turn 
reflects a twofold purpose: on the one 
hand, to keep the swelling tide of litigation 
within manageable limits; on the other, to 
bring certainty into the law at the earliest 
time consistent with fairness and uniformity 
of treatment among taxpayers, in order to 
forestall like cases from finding their way 
onto the ever-mounting court dockets. 


more so, 
since 


Settlement Objectives 
and Procedures to Facilitate 


As to the great majority of tax disputes 
in litigation, it is the aim of the Chief 
Counsel, as at the earlier settlement stages, 
to afford every reasonable opportunity for 
trial. As indi- 
one out of 20 protested cases 


disposition short of 


only 


ready 
cated, 
must be tried; even after docketing, some 
two are settled in the Tax Court 
prior to trial and one half of the refund 
the federal courts. The recent 
shift of the final settlement authority in 
docketed cases after calendering from the 
Appellate Division to regional counsel, to 
which Chief Counsel Arch M. Cantrall re- 
ferred earlier, is designed to facilitate settle- 
ment by permitting litigation hazards to be 
evaluated by the attorney who must try the 
the 


thirds 


cases In 


case.” Even earlier in the history of 
the regional counsel with 
reviewing, prior to issuance, all 90-day de- 


ficiency letters emanating from the Appel- 


case, is charged 





(Footnote 3 continued) 
are included, namely, from 630 for the fiscal 
vear ended June 30, 1948, to 2,059 for the fiscal 
vear ended June 30, 1958; (note: the Court of 
Claims year now ends October 4, 1958, rather 
than June 30, 1958)). Of course, in the Tax 
Court. where over 80 per cent of all federal 
tax litigation originates (comparing Tax Court 
petitions only with refund suits in the district 
courts and Court of Claims (that is, exclusive 
of collection suits in the federal or state 
courts)), the rate of increase has not been any- 
thing so marked and is just about in line with 
the rate of increase in the federal courts both 
of private litigation and of government litiga- 
tion generally (from 4,997 for the fiscal year 
ended June 30, 1948, to 6,222 for the fiscal year 
ended June 30, 1958). 


Federal Tax Conference 


*See Progress Report of the ‘‘Mills Subcom- 
mittee’ (April 22, 1957), page 15. 

* Per figures compiled for Commissioner’s an- 
nual report for fiscal year ended June 30, 1958. 

*It is not the writer's purpose here, though. 
to consider the part played in the Internal 
Revenue Service generally in disposing of tax 
disputes, as discussed and evaluated at the 
Taxation Committee session during the Federal 
Bar Association's annual convention in Wash- 
ington last month (Briefly reported on in 27 
United States Law Week (October 7, 1958), 
p. 2168). 

7 See footnote 5 

* See footnote 10. 

*See R. P. Hertzog, ‘“‘A Change in Settle 
ment Authority in Tax Court Cases,’ 36 TAXES 
299 (May, 1958). 
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late Division and is directed to send to 
the Chief Counsel in Washington for tech- 
nical advice whenever he is convinced a 
case should not be tried though the Ap- 
pellate Division adheres to its recommenda- 
tion for defense. As soon as a petition is 
filed in the Tax Court and the case is at 
issue, the taxpayer or his representative is 
invited in to explore settlement possibilities 
and to facilitate the stipulation of as much 
as possible of the case, factually or on legal 
issues, with a view to lightening the burden 
of the Tax Court should trial become in- 
escapable. Likewise, after trial, all Chief 
Counsel’s briefs are reviewed in Washing- 
ton before submission to the Tax Court; 
if it is concluded that the case should not 
be submitted for decision, it is returned to 
the regional office to be disposed of by 
settlement or concession. 


Similarly, with respect to refund suits 
in the district courts and the Court of 
Claims, where the ultimate responsibility 
for trial and settlement rests with the Tax 
Division of the Department of Justice” 
rather than with the Chief Counsel, he 
nonetheless plays a significant role through 
the “law and fact letter,” which he has 
prepared for the Tax Division as to each 
refund suit, in weeding out 
which his analysis shows might better be 
disposed of by settlement or administrative 
refund, than by trial, and by considering 
and giving the Tax Division his recom- 
mendation on offers in settlement of these 
cases as submitted, as well as with respect 
to appeal or certiorari in the event the de- 
cision on trial is adverse to the government. 


those cases 


Such procedures for advising and assist- 
ing the Tax Division, consistently with the 
administrative policies of the Service, are 
constantly being re-examined with a view 
to cutting corners and eliminating unneces- 
sary or time-consuming steps and otherwise 
to facilitating the early disposition of tax 
cases in the federal courts. This is the 
continuing concern of a special liaison com- 
mittee, composed of top Tax Division and 
Chief Counsel’s Office officials, which has 
been meeting monthly over the past two 
years and on which the writer has been 
privileged to serve. Under simplified pro- 
cedures recently established, the Depart- 
ment of Justice Tax Division no longer 
submits settlement offers for the Chief 
Counsel’s recommendation when no useful 
purpose would be served, as with frivolous 
or repetitive offers, and the Chief Counsel’s 
Office obviates the need for the Department 
of Justice to refer successive offers back 


to it by indicating wherever possible at the 
time it recommends rejection of one offer 
what other basis of settlement would be ac- 
ceptable or if no settlement on any basis 
is contemplated. 


Likewise, accelerated procedures in the 
Chief Counsel’s Office for assembling more 
quickly and completely the factual data and 
legal support essential for defense or settle- 
ment by Department ot Justice attorneys 
have enabled that office very materially to 
reduce the number of requests for exten- 
sions of time for filing the government's 
answers and briefs and to effect closer co- 
ordination where there are pending in the 
Tax Court cases related to those in a 
district court or the Court of Claims. 


In addition to such continuing procedural 
re-examination, the office is constantly alert 
to substantive areas which may be productive 
of tax controversy, administratively or in 
the courts, and has joined with the Office 
of the Commissioner and the Tax Division 
in efforts to anticipate such areas as far 
in advance as possible and to forestall un- 
necessary or fruitless litigation. With a 
view toward assuring the maximum of 
co-ordination in these efforts, a special sub- 
stantive policy committee has recently been 
organized—composed of a top-level repre- 
sentative from each of the three offices 
on which the writer has also been privileged 
to serve and which has, in the few months 
since its creation, already met and 
sidered such troublesome areas as taxability 
of dealers’ treatment as 
sation or as dividends of grants 
to widows of deceased employees, and as 
to whether tax 
assessment are to be 


con 
reserves, compen 
corporate 


advance otf 
regarded as mere 
deposits or as payments of tax for inter- 
est and statute-of-limitations 


payments in 


purposes. 
Despite the effectiveness of the settl 
ment machinery in resolving the over- 
whelming majority of tax disputes, there 
still remains a small percentage of 
in which the parties do not see eye to eye, 
and the issues must be left to the 
for decision, 
tion merely 


cases 


court 
Most of these cases in litiga 
decide the individual dispute. 
Some make the taxpayer happy, some the 
government. But once decided, unless ap- 
pealed, it is the end of the matter. 


Controlling Considerations 
as to ‘Pattern Setting’’ Cases 


Some cases, though, are more than mere 


eee on ee “ine ake 
fact cases” settling only the individual 


dispute, since they involve problems com- 





%* Under Sec. 5, E. O. 6166, promulgated June 
10, 1933, 5 U.S. C. Sees, 124-132 (1940 Ed.). 
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mon to related taxpayers or to other tax- 
payers similarly situated and, as to them, a 
decision will set a pattern. As to this “pat- 
tern setting” variety, the Chief Counsel has 
a broader responsibility—just as does the 
Commissioner of Internal Revenue at the 
earlier stages—-of making sure that the liti- 
gation will result, or has resulted, in a rule 
reasonably consistent with the intent of Con- 
gress, as expressed in the statute, and also 
one likely to be acceptable not only to this 
taxpayer, but to all taxpayers similarly 
situated, in whatever part of the country, 
as well as to other courts in which the 
question may arise, and is thus one cal- 
culated to make for certainty and uni- 
formity in application of the tax laws 


among taxpayers. 


Such broader considerations may well 
dictate disposing of the case even before 
trial, independently of the comparative 
merits of the individual tax dispute. For 
example, a “win” for the government could 
well be a Pyrrhic victory if the decision, 
consistently applied to other taxpayers, 
might result in an over-all loss of revenue 
creative of administrative 
difficulties or conflict with other provisions 
of the revenue scheme. 


or be serious 
Likewise, a “loss” 
for the government in court could well set 
an adverse pattern in many cases, 
which it would be more advisable in the 
long run, revenuewise to avoid. The ques- 
tion may have been mooted for the future 
by subsequent legislation and the revenue 
potential of those cases still remaining may 
not justify turther litigation. 
may be which the 
and the legislative intent 
solicited directly from the Congress than 
through the judicial process. In consider- 
ing, therefore, whether to embark upon, de- 
fend or prosecute litigation, the Chief Counsel 
must consider not merely the significance 
of the case in resolving the individual dis- 
pute, but the broader effect of a decision, 
favorable or unfavorable, in the 
other taxpayers and on_ the 
generally. 


other 


The problem 
statute is silent 
might better be 


one in 


case of 
revenue 


Similarly, in determining whether or not 
to accept the decision tf adverse to the 
government, while most decisions merely 
settle the individual dispute and, once final, 
end the matter, the pattern-setting variety 
calls into play broader considerations. Will 
the decision be acceptable to other tax- 
payers who may be affected adversely and 
will it other 


be acceptable to the many 


courts in which the question may later arise 
—90-odd district courts, as well as the Tax 
Court and the Court of Claims, and 11 
separate courts of appeals, all available in 
varying degrees for the resolution of tax 
disputes—so as to assure uniform and con- 
sistent treatment among taxpayers? 


In an appreciation of this broader re- 
sponsibility of the government as litigant 
in the tax field may be found the answers 
to some of the perplexing questions com- 
monly asked: Why should the government 
take inconsistent positions in court? Why 
and when will the government not follow 
some adverse decisions of the Tax Court, 
even though appeal is not taken? Why, 
when the government’s position is rejected 
by a court of appeals or even upon occa- 
sion by two courts of appeals, does not and 
should not the government accept such 
adverse decision or When the 
adverse decision of a court of appeals is 
not to be followed by the government, 
pending resolution in the Supreme Court or 
through legislation, why should taxpayers 
be compelled to litigate other cases in the 
venue of that same circuit? Why does the 
seek certiorari if the ad- 
verse decision of a court of appeals is not 
to be followed? 
the government 
though the 
future ? 


decisions ? 


government not 


Why, upon occasion, will 
pursue litigation, 
mooted for the 


even 
question be 


Adverse Tax Court Decisions— 
Extent of, and Reasons Prompting, 
Nonacquiescence 


Why is it, for example, that the Service 
does not accept all adverse Tax Court deci- 


sions in which appeal is not recommended? ™ 


First of all, with respect to the particular 
taxpayer-litigant, the Tax Court’s decision 
in his favor, unless carried to a higher 
court and reversed, will, of course, when it 
becomes final be binding in his individual 
case. Whether or not, though, this decision 
can or should be followed generally with 
respect to other taxpayers, in that or other 
parts of the country and under different 
circumstances—that is, whether the deci- 
sion should be acquiesced or nonacquiesced 
in—must be evaluated in terms of the 
broader objectives of tax administration: 
the workability of the rule of the particular 
decision as set in the nation-wide 
work, and its over-all 
revenue. 


frame- 
impact on the 





"See Mills Subcommittee proposal that the 
Commissioner reappraise present procedure with 
a view toward adopting a policy of appealing 


or acquiescing in adverse Tax Court decisions 


Federal Tax Conference 


or requesting the Congress for clarifying legis- 
lation (Progress Report, Subcommittee on I. R. 
Taxation, Ways & Means Committee (April 22, 
1957), p. 15. 
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It should be noted that in the main the 
Service does follow the adverse decisions 
of the Tax Court. The record is far better, 
I am sure, than most of us realize. Thus, 
over the past 15 years, acquiescences have 
been noted in over 80 per cent of all adverse 
Tax Court decisions. This percentage has 
been steadily increased until it presently 
constitutes 85 to 90 per cent. Likewise, in 
the case of adverse district court decisions, 
while the ultimate responsibility as to appeal 
rests in the Solicitor General, the Chief 
Counsel similarly recommends no appeal in 
the overwhelming majority and, under pres- 
ent procedures, endeavors in general to 
recommend that such decisions be followed 
if an action to this effect would be con- 
sistent with the considerations prompting 
acquiescence in adverse 
Tax Court. 


decisions of the 


This record reflects the determined policy 
of the Service to accept all adverse court 
decisions, the hasis of which appears con- 
sistent with the statute and the acceptance 
of which does not pose serious administra- 
tive problems, or to recommend appeal to 
the Department of Justice. In determining 
whether to recommend accepting or appeal- 
ing a given decision, the Chief Counsel 
frequently solicits the views of the Com- 
missioner’s Office, particularly with respect 
to administrative ramifications or the reve- 
nue effect of following the decision, or 
consults the office of legislative counsel of 
the Treasury as to a possible legislative 
remedy. 

Most tax questions have two sides to 
them: A decision which may be appropriate 
in the case of one taxpayer under a given 
set of circumstances may produce a grossly 
unfair result in the case of another taxpayer 
situated in another part of the country and 
under different circumstances. Thus, in an 
alimony case, following divorce or separa- 
tion, a decision favoring the husband may 
well be unacceptable to the wife or, in the 
case of a corporate reorganization, a deci- 
sion favoring the transferor company or 
one of its shareholders may be opposed by 
other shareholders in different circumstances 
or by the transferee company or by its 
shareholders. Taxpayers in the same or 
similar transactions likewise have a choice 
of forum, apart from the Tax Court, per- 
mitting them, where appropriate, to go into 
the United States District Court or the 
Cou'+ of Claims. There is no assurance that 
such other court or courts in other 
cases will follow the Tax Court’s decision, 
so that its acceptance by the Service would 
not necessarily spell an end to litigation or 


such 





® CCH Dec, 21,183, 24 TC 901 (1955). 
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insure a fair and equitable application of 
the tax laws in all courts on a nation-wide 
basis. Acquiescence must therefore be with- 
held in some cases where the same issue or 
issues are involved in other pending cases. 
This is true where the 
considering legislation or the Internal Reve- 
nue Service is re-evaluating its policy in 
this or a related area. Nor can the probable 
impact on the revenue if the decision is 
accepted be overlooked. 


also Congress is 


A consideration of these broad objectives 
persuades the Chief Counsel, upon occasion, 
to nonacquiesce in a_ particular adverse 
Tax Court until the law can be 
clarified by further litigation, clarifying 
ruling, legislation or regulation. Acqui 
escence is withheld, as has been seen, in 
only some 10 to 15 per cent of all adverse 
Tax Court decisions. In most of those 
remaining, appeal is recommended by the 
Chief Counsel of the Department of Justice 
Tax Division, looking toward further judi- 
cial clarification. 


decision 


Very Occasional Nonacquiescence 
Though No Appeal 


Considerations governing a recommen- 
dation for nonacquiescence in a particular 
decision, however, do not always indicate or 
justify a simultaneous recommendation for 
appeal. Apart from the merits of the issue 
decided are considerations of 
strategy, such as a poor other 
complicating small revenue; issue 
having become moot; government prevail- 
ing On majority of the particular 
court of appeals already on record, though 
the issue is pending in another circuit; and 
others, which may make appeal inadvisable, 
even though nonacceptance of the decision 
of the merits appears dictated by the broad 
objectives of administrative policy referred 
to. In these rare instances an action of 
nonacquiescence and no appeal must be 
approved. Actions of this type have, how- 
ever, been deliberately kept to the barest 
minimum, and constitute under 2 per cest-- 
of the total number of adverse decisions in 
the 3'%4-year period ended December 31, 
1957, and well under 1 per cent of all cases 
decided by the Tax Court during that 
period. In fact, during the last six months 
of this period no action of this type was 
approved. 


litigation 
record; 


issues; 


case; 


Illustrative of such an action is that in 
Pan-American Life Insurance Company ™ on 
the question of whether royalties on oil 
and gas leases constitute “rents” so as to 
be includable in the gross income of a life 
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insurance company under 1939 Code Sec- 
tion 201(c)(1). The Tax Court’s decision 
was contrary to the Service position, which 
it was felt merited further judicial test con- 
sidering the importance of the question 
revenuewise. Despite these factors indicat- 
ing nonacquiescence, the case lay in the 
venue of the Fifth Circuit, which was 
already on record as adverse to the govern- 
ment on the issue (in the case of Campbell 
v. Great National Life Insurance Company ”™) 
and appeal was therefore not believed war- 
ranted.” 

Another instance was the Rice case,” 
where the Tax Court held that a post-office 
employee, driving a bus daily between 
Greenville—his residence—and Columbia, 
South Carolina, and staying overnight in 
Columbia on weekdays, though returning 
to Greenville on weekends, was on “travel 
status” while in Columbia and could, there- 
fore, deduct cost of meals and lodging while 
there. This holding was believed contrary 
to the office position, since Columbia was 
regarded as his post of duty, so that while 
there he was not “away from home,” apart 
from any consideration as to the reason- 
ableness of moving his family, and_ that 
his “headout” from Columbia was indefi- 
nite, not temporary. Consequent nonacqui- 
however, not followed by 
appeal, because the case involved less than 


esence, Was 


$200 in tax and the Service position (on 
the question of the prerequisites of travel 
status in the related cases of construction 
workers) was then pending before the con- 
trolling Fourth Circuit in the case of James 
E. Peur‘foy.” 


Reconsideration 
of Outstanding Nonacquiescences 


Even in these rare instances of nonac- 
quiescence and no appeal,” as well as in 
the unusual case in which the Department 
of Justice does not concur in the recom- 
mendation of the Chief Counsel for appeal, 
the Service position is conformed to the 
adverse Tax Court decision as quickly as 
the law is clarified by later decisions, reme- 
dial legislation or regulations, or after 
reconsideration of the position. A substitute 
action of acquiescence, where appropriate, 
is thereupon approved. Outstanding 
acquiescences are regularly re-examined in 
order to determine whether subsequent 
developments in the administrative 
practice, or later decisions justify the sub- 
stitution of acquiescence. 


non- 


law, 


Thus, for example, after the adoption of 
the Treasury regulations under Subchapter 
C of the 1954 Code,” construing the statute 
as having in effect repudiated the govern- 
ment’s position as adopted by the Second 





1855-1 uste § 9241, 219 F. (2d) 693 (CA-5). 
“The position was subsequently abandoned. 


(Rev. Rul 
Pan-American 


56-676, 1956-2 CB 497: also acq. in 
Life Insurance Company, cited 
at footnote 12, 1956-2 CB 7, and in General 
American Life Insurance Company, CCH Dec. 
21,631, 25 TC 1265, 1956-2 CB 5.) 

% Henry W. Rice, et ux., 15 TCM 1356, TC 
Memo. 1956-258. 

%*CCH Dec. 21,993, 27 TC 149 (1957), rev'd, 
57-2 ustc © 10,045, 254 F. (2d) 483 (CA-4. 1957), 
cert. granted, May 19, 1946 (Dkt. 46), argued in 
Supreme Court October 17 and 20, 1958 

Other recent instances include the case of 
Louise Webber O’Brien, CCH Dec. 20, 420, 22 
TC 661 (1954), where the Tax Court repudiated 
the Commissioner's position that the residuary 
legatee could not properly claim as a ‘‘recovery 
exclusion’’ (under 1939 Code Sec. 22(b)(12)) 
the refund of a bank liability assessment previ- 
ously paid and deducted by the estate. Non- 
acquiescence was noted (1956-1 CB 6) because 
this decision could only be justified on the 
assumption that the ‘‘tax benefit rule’ applies 
to a transferee, contrary to case authorities 
(The National Bank of Commerce of Seattle, 
CCH Dec. 16.950, 12 TC 717, 724 (1949); First 
National Bank in Houston v. Scofield, 53-1 vust« 
© 9186, 201 F. (2d) 219 (CA-5); Michaet Car- 
penter Company v. Commissioner, 43-1 ust 
* 9449, 136 F. (2d) 51 (CA-7).) Appeal was not 
recommended, however (and protective appeal 
to the Sixth Circuit was dismissed), because this 
proposition was not expressly set forth in the 
opinion, but had to be derived by implication 
and because the Service had subsequently con- 
ceded that an assessment payment on worthless 
bank stock is a proper addition to investment 


Federal Tax Conference 


in the stock. (See Estate of Fred T. Murphy, 
CCH Dee. 20,318, 22 TC 242 (1954), acq., 1956-2 
CB 7: Rev. Rul. 55-619, 1955-2 CB 52.) 

Likewise, in the cases of Estate of Wilson 
Critzer, CCH Dec. 20,691(M), TC Memo. 1954- 
211, and Estate of Coid Hurlburt, CCH Dec. 
21,637, 25 TC 1286 (1956), the Tax Court re- 
jected the Commissioner's view that where 
realty is sold in Michigan by land contract, the 
vendee's contractual obligation to make deferred 
payments on the purchase price. if shown to 
have a present fair market value, is to that 
extent the “equivalent of cash'' and thus an 
‘amount realized'' in the year of sale (for 
purposes of Sec. 111 of the 1939 Code). Non- 
acquiescence was noted (1956-2 CB 10 in Hurl- 
burt), since decided on the legal theory, 
regarded as erroneous, that the ‘“‘equivalent of 
eash" test is restricted to rights embodied in 
a note or other evidence of indebtedness rather 
than turning on the broader test of market- 
ability and actual fair market value. Appeal 
was not recommended, though, since the record 
in the case would support the decision that 
these contracts had no fair market value, and 
appeal had not been authorized by the Solicitor 
General in the earlier Ennis cases involving a 
similar issue (Nina J. Ennis, CCH Dec. 18,543, 
17 TC 465 (1951), Commissioner's appeal to 
CA-6 dism'd, on stipulation August 11, 1952: 
Estate of Clarence W. Ennis, CCH Dec. 20,844, 
23 TC 799 (1955). nonacq., 1956-1 CB’ 6). 

™ Sec. 316-1(2). See also S. Rept. 1622, 83d 
Cong., 2d Sess., p. 248. See also Treusch. 
“Corporate Distributions and Adjustments: Re- 
cent Case Reminders of Some Old Problems 
Under the New Code,’’ 32 TAXEs 1023 (Decem- 
ber, 1954). 
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and Third Circuits in Hirshon™® and Godley,” 
as to whether a distribution in kind of ap- 
preciated property is to be regarded as a 
dividend to the extent of fair market value 
where there are earnings to cover adjusted 
basis, acquiescence was promptly substituted 
for nonacquiescence in the related Cloutier 
case,” though there were earnings only to 
cover a portion of adjusted basis.” Like- 
wise, Once it was determined no longer to 
litigate in defense of Mimeograph 6490,” 
holding that the retention of a royalty in- 
terest by the transferor of a patent per se 
precludes a sale for capital gain purposes, 
the long-standing nonacquiescence in Ed- 
ward C. Myers™* was replaced by acqui- 
escence;* after decision to abandon the 
Service stand that distributions out of 
FHA overborrowings in excess of earnings 
and profits constituted ordinary dividends, 
acquiescence replaced 
Commisstoner v 


nonacquiescence in 
George M. Gross,* as it did 
in the Eccles™ and Evans™ cases on the 
effect of an interlocutory decree on the 
marital status of the spouses for joint re- 
turn and other tax purposes after it was 
decided these decisions would be followed. 


Occasional Withholding of Action 


In an effort to give prompt notice to the 
public and to Service personnel alike of 
its position on a given adverse decision, it 
has for over 33 years been the consistent 
practice of the Service publicly to announce 
in the Internal Revenue Bulletin its actions 
of acquiescence or nonacquiescence in the 
published opinions of the Tax Court.” In 
rare instances, however, action on a particu- 
lar adverse must be withheld 
awaiting the outcome of pending legislation, 
regulations or related cases pending in the 


decision 


courts or awaiting a re-examination of the 
Service position in that or a related area. 
As soon, however, as the situation has 
clarified itself, an action of acquiescence or 
nonacquiescence is approved or announced 
in the bulletin. 


Illustrative of the occasional withholding 
of an action pending the outcome of related 
cases in the courts is the action in the 
Weiner case,” on the question of whether a 
standard issue may be raised in a Section 
722 proceeding (there for refund purposes), 
where the action was withheld awaiting 
the outcome of the decisions of the Fourth 
and Seventh Circuits in Poe™ and Fendrich,” 
and in Roy J. Champayne, et ux.™ and Thorn- 
ton G. Graham,“ where actions were with- 
held awaiting final action on the related 
case of Leonard Coplan.™ being pushed for- 
ward as a test vehicle of the long-standing 
Service position under Mimeograph 6490” 
that the retention of a royalty interest by 
the so-called “seller” of a patent precludes 
the transaction from being regarded as a 
sale for capital gain purposes. Likewise, 
actions in Estate of Arthur W. Hellstrom,” 
Elizabeth W. Robinson Matthews* and a 
number of other related cases, on the ques- 
tion as to whether a payment made to a 
widow of a deceased employee by his em- 
ployer corporation constitutes taxable income 
(either as salary or as dividend) rather than 
a tax-exempt gift, actions were withheld 
awaiting a clarifying comprehensive ruling. 
Similarly, action in F. Wendell Miller,” on 
the question of taxability of patronage divi- 
dends, was withheld awaiting a change in 
the regulations to follow the Fourth Cir- 
cuit’s decision in Long Poultry Farms v 
Commissioner.” In many of these situations, 


following the anticipated decision, ruling 





54-1 usre 
den., 348 


% Commissioner v, Hirshon Trust, 
19409, 213 F. (2d) 523 (CA-2), cert. 
U. S. 861. ; 

» Commissioner v. 
7 9423, 213 F. 
U. S. 862. 

* Harry H. Cloutier, CCH Dee. 21,232, 24 TC 
1006 (1955), acq., 1958-3 I. R. B., 6, replacing 
earlier nonacq., 1956-1 CB 6. 

2 Cf. Michael P. Erburu, CCH Dec. 20,848, 
23 TC 820, acq., 1958-3 I. R. B., 6, where there 
were no earnings at all. 

23 1950-1 CB 9. 

*CCH Dec. 14,992, 6 TC 258 (1950), nenacq., 
1950-1 CB 7. 

23 1958-29 I. R. B., 6 
1958-29 I. R. B., 15). 

56-2 ustc % 9861, 236 F. 
aff'g CCH Dec. 20,841, 
acq., 1955-2 CB 10, 
CB 5 and Rev. Rul. 


54-1 uste 
den., 348 


Godley Estate, 
(2d) 529 (CA-3), cert. 


(per Rev. Rul. 58-353, 
(2d) 612 (CA-2), 
23 TC 756 (1955), non- 
withdrawn by acq., 1957-2 

7-357, 1957-2 CB 900. 

7 Commissioner v. Eccles, 54-1 ustc {§ 9129, 
208 F. (2d) 796 (CA-4), aff'g CCH Dec. 19,508, 
19 TC 1049 (1953), nonacq., 1953-2 CB 8, with- 
drawn by acq., 1957-2 CB 4 and Rev. Rul. 
57-368, 1957-2 CB 896. 
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*% Commissioner v. Evans, 54-1 wustc 1% 9290, 
211 F. (2d) 378 (CA-10), aff'g CCH Dec. 19,528, 
19 TC 1102 (1953), nonacq., 1953-2 CB 8, with- 
drawn as in case cited at footnote 27. . 

* This practice was established coincident 
with the creation of the predecessor Board of 
Tax Appeals in 1924. The first nonacquiescence 
was published in III-2 CB 304 (1924). 

*” Martin Weiner Corporation, CCH 
21,687, 26 TC 128 (1956). 

* Commissioner v. Poe 
pany, 57-2 ustc § 9712, 245 F. (2d) 8. 

2H. Fendrich, Inc. v. Commissioner, 
uste § 9532, 242 F. (2d) 803. 

"CCH Dec. 21,807, 26 TC 634 

% CCH Dec. 21,822, 26 TC 730 

% CCH Dec. 22,574, 28 TC —, 

* See footnote 23. 

7 CCH Dee. 21,191, 24 TC 916 (1955). 

* CCH Dec. 21,597(M), 15 TCM 204, TC Memo. 
1956-46. 

%” CCH Dec, 22,429(M), 16 TCM 400, 
1957-98. 


57-2 


Dec. 
Manufacturing Com- 
57-1 
(1956). 


(1956). 
No. 141 (1957). 


TC Memo, 


{ 10,048, 249 F. (2d) 726. 


usTc 
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or regulation, an action of acquiescence has 
already been issued. 

In the rare case in which acquiescence 
is withheld though appeal is not recom- 
mended, the inconvenience to which some 
taxpayers may be put pending a final clari- 
fication of the issue is not overlooked, al- 
though the acknowledged from 
the prompt acceptance of deci- 
sions, even where they announce a rule 
which is reasonably sound and not ad- 
ministratively unworkable, must be balanced 
against the possible loss of revenue, whip- 
sawing of the Service, and the general 
well-working: of the revenue system. 


benefits 
adverse 


Adverse Decisions of Appellate Courts 
or Court of Claims— 

Considerations Governing Acceptance— 
Limited Supreme Court Review 


When the Service position is rejected 
by a court of appeals, the question of whether 
it is in the public interest to follow the 
decision is even more difficult than in the 
case of an adverse Tax Court decision. For 
one thing there is no right of appeal, as 
from the decision of the Tax Court or of 
a district court. The Supreme Court’s juris- 
diction in review of appellate court deci- 
sions is distributed sparingly by grant of 
certiorari. While tax cases have claimed a 


fair share of the limited grants which the 


Court’s restricted docket permits,“ what 


with only seven petitions filed by the So- 
licitor General in tax cases during the last 
term out of about 200 court of appeals and 
Court of Claim decisions adverse to the 
government, it is apparent that Supreme 
Court resolution is not always immediately 
feasible. 

By and large, a petition for certiorari 
will not be filed by the Solicitor General, 
who has the ultimate authority in 
matters, nor will a petition be seriously 
entertained by the Supreme Court unless 
the adverse court of appeals decision is in 


these 


conflict with the decision of another circuit 
or of the Court of Claims, or with a deci- 
sion of the Supreme Court.” However, in 
rare instances, the broad im- 
portance of the question in the administra- 
tion of the revenue laws, the Solicitor 
General has concurred in the Chief Coun- 
sel’s recommendation and requested certio- 
rari even absent a conflict. Recent instances 
include the General Motors-Frigidaire case,* 
on the issue of whether the manufacturers’ 
excise tax is properly applied to a portion 
of the sales price attributable to the war- 
ranty on the sale of an appliance where no 
separate fee is charged and, more recently, 
the Merry Brothers“ and Dragon Cement ® 
cases, on the highly important revenue issue 
of whether percentage depletion may be ex- 
tended beyond the mining to the manu- 
factured forms of brick and cement. In 
neither instance, however, was the petition 
granted. 


because of 


In others, however, the petition based on 
administrative importance has been acted 
upon favorably by the Supreme Court after 
the development of a conflict which had 
been imminent at the time the petition was 
filed, as in Ohio Power Company v. U. S.,“ 
after the Second Circuit's conflicting deci- 
sion in Commissioner v. National Lead" and 
as in Olympic Radio and Television, Inc. v. 
U. S.* after the Second Circuit’s conflicting 
decision in Lewyt Corporation v. 
stoner.” 


Commis- 


conflict exists, 

for certiorari 
does not necessarily follow.” Considering 
the limited jurisdiction assumed by the Su- 
preme Court, the few available recommenda- 
tions for certiorari in civil tax cases must be 
sparingly applied, on the primary 
continuing importance to the revenue 
tem as a whole; where the issue has been 


Even where a 
though,. a 


square 
recommendation 


basis ot 


SYs- 


mooted for the future and the few remaining 
cases are not significant revenuewise, other 
remedies, as by way of legislation, must be 


resorted to.™ 





** See footnote 3. 

“S. Ct. Rule 19. Stern & Gressman, Supreme 
Court Practice (2d Ed., 1954) pp. 106 and 
following. 

“ General Motors Corporation v. U. 8., 54-2 
ustce § 49,042, 121 F. Supp. 932 (Ct. Cls., 1954), 
cert. den., 348 U. S. 942, later overruled in 
General Motors Corporation, Frigidaire Division 
eo JU. &., Sei § 9332, 147 F. Supp. 740 
(Ct. Cls.). 

“U. 8. vw. Merry Brothers Brick and Tile 
Company, 57-1 " 9527, 242 F. (2d) 708 
(CA-5), cert. den., 355 U. S. 824 (1957). 

*® Dragon Cement Company, Inc. v. U. 8S. 
57-1 ustc § 9674, 244 F. (2d) 513 
cert. den., 355 U. S. 833 (1957). 

# 55-1 ustc 7 9257, 129 F. Supp. 215 (Ct. Cls.), 
cert. den., 350 U. S. 862, rev'd, 57-1 uste § 9537, 
353 U. S. 98. 


UST( 
USsT¢ 


(CA-1, 1957), 
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* 56-1 ustc § 9290. 230 F. (2d) 161 (CA-2), 
which reversed the Tax Court, CCH Dec. 20,905, 
23 TC 988, and the Supreme Court affirmed 
the court of appeals, 57-1 ustc ‘' 9537, 352 
U. S. 313 


#8 52-2 ustc 


© 9524, 108 F. 

Cls.), rev'd, 55-1 ustc 79459, 349 U. S. 232. 
# 54-2 ustc § 9496, 215 F. (2d) 518 (CA-2). 
%® Stern & Gressman, work cited at footnote 42, 

at pp. 111-113. 
31 See J. P. 


Supp. 109 (Ct. 


Morgan, Inc. v. U. S8., 
£11,653, 145 F. Supp. 927 (Ct. Cls.), where 
certiorari was not requested despite conflict 
with CA-2 in Guaranty Trust Company of New 
York v. U. S., 51-2 ustc { 10,827, 192 F. (2d) 
164. 


56-2 ustec 





Adverse Decisions of Appellate Courts 
and Court of Claims—Considerations 
Governing Acceptance—Pattern Effect 


The question of accepting an adverse 
court of appeals or Court of Claims decision 
is a more difficult one for the office in an- 
other significant respect. It is true that, as 
in the case of district court and Tax Court 
decisions, the overwhelming majority of 
appellate court and Court of Claims deci- 
sions involve largely factual questions or 
rare Or nonrecurring situations and, there- 
fore, are of little or no precedent value. The 
“pattern setting” impact of those few re- 
maining, however, is of course far greater at 
the appellate level (and at the Court of 
Claims level, too, since its decisions are re- 
viewable only by certiorari to the Supreme 
Court and its jurisdiction is nation-wide). 
In determining whether it is in the public 
interest to accept an adverse court of ap- 
peals decision or to continue to litigate with 
a view toward further clarification of the 
law, considerations as to the probability of 
ultimately prevailing, impact on the revenue, 
and workability of the rule of the decision 
in the broad tax scheme must all be bal- 
anced against the benefits from a prompt 
clarification of the law, as a guide to other 
taxpayers similarly situated as well as to 
the Service itself. Fairness and uniformity, 
along with certainty, are ever-present ob- 
jectives. A rule which benefits one taxpayer 
may be harmful to others or may establish 
a precedent which is inconsistent with the 
broad scheme of the statute or is not feasible 
administratively. 


General Policy of Conforming 
After Two Adverse Circuits 


In general, under firmly established policy, 
two adverse circuits (or one circuit and the 
Court of Claims) are deemed an adequate 
test of the Service position.” 

Accordingly, this year saw the acceptance 
of adverse decisions of the Eighth and 





= The Mills Subcommittee, in its progress 
report of April 22, 1957 (cited at footnote 11) 
has expressed the view that when two or more 
courts of appeals decide a given issue adversely 
to the Commissioner, he should abandon further 
litigation and seek legislative clarification of 
the statute involved. But cf. report cited at 
footnote 2, opposing any such ‘‘rule of thumb" 
and presenting for consideration the suggestion 
that, after losses in two or more courts of 
appeals the matter be submitted to top admin- 
istrative authorities for decision as to whether 
to litigate further and, unless they decide 
it should, the Treasury give up. 

58 56-2 ustc § 9715, 235 F. (2d) 87. 

457-2 ustc § 10,052, 249 F. (2d) 623. 

* Under 1939 Code Secs. 1651 and 2400. 

* T. I. R. 74, March 13, 1958; Rev. Rul. 58-125, 
1958-12 I. R. B., 19. 
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Seventh Circuits in Gellman v. U. S.™ and 
Torti v. U. S.,* which repudiated the Service 
position that, for retailers’ excise tax pur- 
poses,” the term “sold at retail” means “sold 
for purposes other than resale,” and thereby 
excluded from the tax sales by manufac- 
turers or wholesalers to carnival operators, 
churches and bazaars for disposal by way of 
prizes or gifts.” 


Similarly, this past year, the Service an- 
nounced it would accept the adverse deci- 
sion of the Third Circuit in Pahoulas v 
U. S.™ holding, in line with the Fourth 
Circuit in DeForrest Lilly v. U. S| that a 
community antenna service is not taxable 
as a wire and equipment service.” 

Frequently, the government’s position, once 
it has been fairly tested and rejected by even 
a single court of appeals, will be conformed 
to such adverse decision, provided it lays 
down a rule capable of fair and equitable 
administration on a nation-wide basis and 
one likely to be acceptable to taxpayers in 
courts across the country. For example, in 
July, 1958, the Service announced that it 
would follow the adverse decision of the 
Fourth Circuit in U. S. v. Shirah® which, 
with the United States District Court for 
the Northern District of Georgia in Parrish 
v. U.S." had held properly excludable from 
gross income (under Section 120 of the 1954 
Code) policemen’s statutory subsistence al- 
lowances. The Service cautioned, however, 
that its concession would not extend to statu- 
tory subsistence allowances of municipal or 
state employees whose major duties do not 
relate to general law enforcement.” Like- 
wise, in September of this vear, the Service 
announced its acceptance of the Seventh 
Circuit's decision in United States Gypsum v. 
U. S.™ holding that for percentage depletion 
purposes gypsum is “stone” within the mean- 
ing of Section 114(b)(4)(A)(i) of the 1939 
test 
this 


Code, and abandoning the “end use” 
hitherto followed by the 
question.™ 


Service on 


357-1 ustc 9512, 242 F. (2d) 345. 

% 56-2 ustc { 10,073, 238 F. (2d) 584. 

* Under 1939 Code Sec. 3465(a)(2)(B): 
Rul. 57-362, 1957-2 CB 745. 

58-1 ustc § 9143, 253 F. (2d) 798. 

"58-1 ustc 9186, 158 F. Supp. 138 

* T. I. R. 84, July 8, 1958. 

58-1 ustc {© 9426, 253 F. (2d) 738. 

“T. I. R. 93, September 16, 1958. Recently, 
too, without awaiting the decision of more 
than a single circuit, the Service position was 
conformed to the adverse devision of the 
Second Circuit in George M. Gross, cited at 
footnote 26, on the highly important issue as 
to whether distributions to shareholders out 
of FHA overborrowings are taxable under Sec. 
115(d) of the 1939 Code (and apart from Sec. 
117(m) or from Sec. 22(a) as compensation) at 
ordinary i rather than at capital gain 
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In fact, where the adverse pattern-se{ting 
decision even of a irial court is foun} to 
satisfy this standard, it will frequently be 
accepted without seeking an appellate-court 
test. For instance, only last month! the 
Service announced it would follow the | Tax 
Court’s adverse decision in Emerson Eléctric 
Manufacturing Company™ to the effectjthat 
under the Vinson Act a corporation {may 
offset its excess profits realized on tiaval 
aircraft contracts by a deficiency in profit 
sustained during the same taxable yedr on 
air force aircraft contracts.” Likewise, edrlier 
this vear the Service accepted a diStrict 
court’s decision in Springs v. U. S."* con- 
trary to its then-applicable regulations, and 
recognized that in determining the limitation 
on the credits for dividends and partially 
tax-exempt interest received by individuals 
using the alternative tax on capital gains, 
“taxable income” should be reduced by 50 
per cent of the net long-term 
capital gain over net short-term capital loss.” 


excess of 


Considerations in Pursuing Litigation 
Beyond Two Circuits 


There are, nevertheless, upon occasion 
sound reasons for pursuing the Service posi- 
tion in more than two circuits. In general, 
these from the facts, first, that 
many tax issues cut both ways, and what 
benefits taxpayer may detrimentally 
affect another, as in the case of competing 
claims in alimony, depletion or dependency 


pre ceed 


one 





that many different courts 
have concurrent jurisdiction as to a par- 
ticular tax issue and in a given case the 
taxpayer has a choice of forum, in the Tax 
Court before payment or in the district 
court or Court of Claims after payment; 
third, the Supreme Court exercises only 
limited jurisdiction in resolving conflicts; 
and, fourth, a given result must be fitted into 
the nation-wide revenue system as a whole, 
considering its administrative workability, its 
revenue impact, and its tendency to effect a 
fair and uniform tax result. Each of these 
fundamental facts has helped mold litigation 
policy. How, upon eacke may 
have precluded abandonment of the Service 
position automatically after its rejection by 
two circuit courts may best be illustrated by 
actual case histories. From these it may be 
clearer why it is sometimes not in the public 
interest too early to conform Service posi- 
tion to the adverse decisions of the appellate 
courts and how, upon occasion, a course of 
litigation may develop beyond the two- 
adverse-circuits stage before concession by 
the government or before Supreme Court 
resolution has been possible. 


cases; sec nd, 


occassion, 


Tax Issues Can Cut Both Ways 


involving a husband or his es- 
tranged wife offer a classic illustration that 
tax issues may cut both ways and that an 
adverse decision favoring the husband might 
not be acceptable to the wife or might affect 


Cases 





(Footnote 64 continued) 

rates (Rev. Rul. 57-357, 1957-2 CB 900); to 
that of the Eighth Circuit in Williamson v. 
Commissioner, 55-2 ustc { 9561, 224 F. (2d) 377, 
on the question of whether a minister may 
exclude from his taxable compensation, under 
Sec. 22(b)(6) of the 1939 Code, a cash housing 
allowance paid him (Rev. Rul. 56-58, 1956-1 CB 
604); to that of the Fifth Circuit in Great 
National Life Insurance Company, cited at 
footnote 13, on the issue of whether oil and 
gas bonuses and royalties constitute ‘‘rents’’ 
includable in the gross income of life insurance 
companies under Sec. 201(c)(1) of the 1939 
Code: and to that of the Sixth Circuit in 
Drybrough v. Commissioner and Simpson v. 
Commissioner, 57-1 ustc § 9212, 238 F. (2d) 735, 
on the troublesome question of whether the 
earnings and profits of an accrual basis corpora- 
tion available for dividend distribution must be 
reduced by fraud penalties in the year in which 
it filed the returns to which the penalty applies, 
even though such penalties were under con- 
test (Rev. Rul. 57-332, 1957-2 CB 231, revoking 
Rev. Rul. 107, 1955-1 CB 178). Nor did the 
office await a test in more than one circuit 
before recognizing that a gift of cattle or 
wheat may be made to a charitable organiza- 
tion without realization of income on _ the 
appreciation of value, even though at that 
time the question had been decided adversely 
to the government only by one appellate court, 
the Fifth Circuit in Campbell v. Prothro, 
54-1 ustc § 9155, 209 F. (2d) 331 (Rev. Rul. 
55-138, 1955-1 CB 223). 
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® CCH Dec. 22,548, 28 TC 1090 (1957). 
* 48 Stat. 503, as amended. 

* T. I. R. 90, September 8, 1958. 

* 57-2 ustc 9937, 153 F. Supp. 
- <b. 

@T. I. R. 67, January 31, 1958. Acquies- 
cence, too, was approved in the Tax Court's 
decision in Robert Reis &€ Company, CCH Dec. 
19.643, 20 TC 294, acq., 1955-2 CB 8, a case of 
far-reaching importance as to whether the rule 
of Dixie Pine Products v. Commissioner, 44-1 
ustc © 9127, 320 U. S. 516 (as to the effect of a 
contest in postponing the accrual of tax for 
Sec. 22(c) purposes) was properly applicable 
under 1939 Code Sec. 122(d)(6), before being 
passed upon by a court of appeals, although 
approval of the action had been held up await- 
ing the Supreme Court's decision in the 
Olumpic Radio and Lewyt cases on different, 
though related, Sec. 122(d)(6) problems. Like- 
wise, the trial court's decisions were accepted 
in Max Factor 4 Company v. U. §., 51-1 vust« 
£9195 (DC Calif.), and Pan American World 
Airways, 54-1 ustc 9125, 119 F. Supp. 144 
(DC N. Y.), on the troublesome question of how 
far interest runs on an overpayment in part 
offset by a deficiency (Rev. Rul. 55-485, 1955-2 CB 
499), and in Hutzler Brothers Company, CCH 
Dec. 15,547, 8 TC 14, permnitting LIFO to be 
elected by taxpayers employing the retail 
method, also before the question had been 
passed upon by a court of appeals (T. D. 5605, 
Mim. 6244, 1948-1 CB 16, 21). 
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other husbands differently under different 
provisions of the Code, so that the accept- 
ance of such decision by the Service cannot 
be expected to spell an end to litigation. 
Two recent illustrations follow: 


The first is as to whether the husband 
may deduct, and his estranged wife must 
report, as income under 1939 Code Sections 
23(u) and 22(k), respectively, his monthly 
installment payments to her where, although 
they are to run for a period of less than ten 
years, they may be reduced or terminated 
upon the happening of certain contingencies, 
such as her remarriage, the death of either 
of them, or a substantial change in his eco- 
nomic status. Here a decision favoring the 
husband, though accepted by the Service, 
may quite obviously not be acceptable to the 
estranged wife. Under varying facts, the 
government position, as consistently sup- 
ported by the Tax Court, was repudiated by 
four circuits: the Second Circuit in Baker 
v. Commissioner; the Third Circuit in Smith 
Estate v. Commissioner; the Eighth Circuit in 
Prewett v. Commissioner; and the Ninth 
Circuit in Davidson v. Commissioner, and 
Fidler v. Commissioner.” In this perplexing 
situation and despite difficulties in deter- 
mining what sort of contingency would re- 
sult in shifting the tax burden from husband 
to divorced wife, it was ultimately decided 
that the office position would be conformed 
to the courts of appeals’ view. Accordingly, 
the government confessed error on this point 
in the Seventh and Fifth Circuits in the 
John A. Isfalt™ and Benjamin F. Birdwell ™ 
cases respectively, and the Treasury’s 1954 
Code regulations were drafted to accord.” 


Likewise, on the question of whether, 
after an interlocutory decree of divorce, the 
parties are to be regarded as “legally sepa- 
rated under a decree of divorce,” the Fourth 
Circuit’s negative answer in Eccles“ will of 
course benefit a taxpayer, such as Mr. Eccles, 
claiming the right with his wife to file a 
joint return,” just as a similar holding served 
to relieve the divorced wife of any obliga- 
tion to include alimony payments in her 





753-1 ustc { 9437, 205 F. (2d) 369; 53-2 ustc 
1 9616, 208 F. (2d) 349; 55-1 ustc { 9213, 219 F. 
(2d) 147; and 56-1 ustc { 9309, 231 F. (2d) 138, 
respectively. 

"CCH Dec. 21,082, 24 TC 497 (1955), 
and vacated per stipulation, 56-1 ust« 
(CA-7). 

2 CCH Dec. 21,174(M), 14 TCM 875, TC 
Memo. 1955-220, rev'd per stipulation, 56-2 usrtc 
1 9724, 235 F. (2d) 112. 

™ Reg. Sec. 1.71-1(d)(3) and (4). 

™ Cited at footnote 27. 

™ Under 1939 Code Sec. 51(b)(5) (1954 Code 
Sec. 6013(d)(2)). 

% Under 1939 Code Sec. 
Sec. 71). 

™ Cited at footnote 28. 
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gross income™ under the Tenth Circuit's 
decision in the related Evans case." How- 
ever, an application of this same reasoning 
may, under a number of other provisions of 
the Internal Revenue Code, benefit not the 
taxpayer but the government as, for ex- 
ample, in the case of the husband seeking a 
deduction on account of alimony payments 
under such a decree ™ or claiming classifica- 
tion as head of a household,” or of one 
claiming a baby-sitting deduction,” as well 
as in reducing the amount of a medical- 
expense deduction.” In these latter situa- 
tions the appellate court’s reasoning in 
Eccles and Evans would not normally be 
acceptable to taxpayers, and its acceptance 
by the Service would therefore not neces- 
sarily prevent further litigation, even if 
there were reasonable assurance that other 
courts would follow these decisions. Such 
considerations were believed to justify fur- 
ther judicial test, looking toward the estab- 
lishment, reasonably quickly, of a uniform 
rule applicable across the country. Since a 
conflict did not develop, however, and early 
Supreme Court resolution could not be 
expected and since the issue was largely 
mooted for the future under the 1954 Code,” 
the Service felt it had no alternative but to 
accept the adverse decisions, even at the 
risk of being whipsawed for pre-1954 Code 
years in later litigation.” 


Government ‘‘in the Middle" 
Between Conflicting Claims of Taxpayers 


How the government can find itself in the 
middle between competing claims of tax- 
payers was illustrated a short while ago in 
Commissioner v. Southwest Exploration Com- 
pany™ and Huntington Beach Company v. 
U. SS." where the Ninth Circuit and the 
Court of Claims parted ways as to whether 
the offshore driller had a sufficient economic 
interest to claim percentage depletion, thereby 
reducing that properly claimed by the upland 
owner, an issue which was carried to the 
Supreme Court and resolved a year or two 
ago.” A like situation confronts the govern- 





™ Under 1939 Code Sec. 23(u) (1954 Code 
See. 215). 

™ Under 
Code Sec. 12(c)(4)). 

* Under 1954 Code Sec 


1954 Reg. Sec. 1.1-2(b)(5) (1939 
214(c)(3). 
Under 1939 Code 23(x) (1954 
Sec. 213(e)(2)). 


See Sec. 7T1(a)(3), 


Sec. Code 
providing that where 
husband and wife are living apart and file 
separate returns, payments made during the 
period covered by an _ interlocutory § decree 
may constitute periodic payments taxable to the 
wife and deductible by the husband. 

™ Rev. Rul. 57-368, 1947-2 CB 896. 

8455-1 ustc § 9279, 220 F. (2d) 58. 

55-2 ustc § 9564, 132 F. Supp. 718. 

% 56-1 ustc { 9304, 350 U. S. 308. 


TAXES —The Tax Magazine 





ment today on the similar claim of the strip 
miner to percentage depletion where he is to 
be paid on the basis of tonnage mined and 
delivered to the owners. Here, as with the 
offshore driller, the claim ot the strip miner 
conflicts with that of the land owner, since 
the allowance of the stripper’s claim means 
a corresponding disallowance in the owner’s 
deduction. 
is a matter of comparative indifference which 
side bears the burden of the tax, just so the 
matter is settled and the government is not 
whipsawed. 


To the government generally it 


After divergent results, principally in the 
Third and Fourth 
le pletion to the stripper 
and HWetrton™ others—like U 
denying that the stripper acquired the neces 


Circuits, some allowing 
like Gregory Run™ 
and sibel: °— 
sary economic interest, this conflict in prin- 
ciple” and the increasing occurrence of such 
ultimately persuaded 
the Solicitor General this past September to 


mining arrangements 
join in with taxpayers, who had petitioned 
the Supreme Court for certiorari in Parsons 
and Huss." Only two weeks ago these peti- 
tions were granted,” therefore 
this long- 


and we may 


expect an early resolution of 


troublesome problem 


Diversity of Result in the Courts 
Another 


ceptance of adverse appellate court decisions 


deterrent in the Treasury ac 
results from the wide diversity of courts in 
which a particular may The 
Service position, though rejected in one or 
more 


issue arise. 


circuits, may nonetheless sometimes 
Likewise, 
the Tax 
Court before payment or a district court or 


the Court of Claims after payment; divergent 


have been accepted in others. 


taxpayers have a choice of forum: 


treatment is not uncommon, either as to the 
given taxpayers for different taxable years 
or as to different parties to the same trans 
In such cases the resulting conflict 
litigation to 


action.” 


may force continued 


assure 


‘Commissioner v. Gregory Run Coal Com- 
Pany, 54-1 ustc © 9342, 212 F. (2d) 52 (CA-4) 

“ Weirton Ice & Coal Supply Company, 56-1 
ustc © 9404, 231 F. (2d) 531 (CA-4) 

” Usibelli v. Commissioner, 56-1 ust: 
229 F. (2d) 539 (CA-9) 

“Cf. Parsons v. Smith, 58-2 ustc © 9580, 255 
F. (2d) 595 (CA-3); Huss v. Smit., 582 ust« 
" 9579, 255 F. (2d) 599 (CA-3): and Commis- 
sioner v. Mammoth Coal Company, 56-1 usti 
* 9286, 229 F. (2d) 539 (CA-3), cert. den., 352 
U. S. 824, with Weirton Ice & Coal Supply 
Company, cited at footnote 88. But see Stilwell 
v. U. 8., 58-1 uste © 9163, 250 F. (2d) 736 (CA-4). 
The difference in result was, in general, de- 
pendent upon whether the fact is held determi- 
native that the strip miner's contract is termin- 
able on short notice at the will of the owner 
of the coal lands. The Service has considered 
this factor highly significant (G. C. M. 26290, 
1950-1 CB 42). 


© 9142, 
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uniformity in treatment and to protect the 
revenue in what is regarded as a sound and 
reasonable position until the Solicitor Gen- 
eral feels warranted in petitioning the Su- 
preme Court for certiorari or until remedial 
legislation is forthcoming 


An extreme example is the litigation on 
the issue of whether failure to file a declara- 
tion of estimated tax warrants the imposi- 
tion of both the penalty for failure to file 
a declaration (under Section 294(d)(1) of 
the 1939 Code) and also the penalty for 
substantial underestimation of estimated tax 
(under Section 294(d)(2)). The imposition 
of both penalties concurrently is supported 
by the back to 
1949." This view was accepted by the Tax 
Court as early as 1953” and 
consistently adhered to down to date. Mean- 
while, in 1954, the district court in Georgia, 
in U. S. v. Ridley,” rejected this 
just as positively maintained that the 
penalties were mutually exclusive 
than cumulative. 


lreasury regulations going 


been 


h- 
llas 


and 
two 
rather 


view 


The taxpayer did not elect 
first rapid 
and appeal was not 
ment 


appeal any 


of the succession of decisions, 
taken by the 


issue in tl 


Love 


particular case 


1? 
il 


since this 
minor one or the 
favorable 


was either a 


de cision 


W hile 


ultimately joined the district court of 


over-a 


Was 


a number of other district courts 


( reoTrgia 
in rejecting the government's view, the 


Service was deterred from abandoning its 


long-standing position under the regulations 


in view of their support in other district 


well as in a long line of Tax 


courts as 


Court decisions, in some of which taxpayer 


appeals were pending in the courts of 


appeals.” 


In the first of these Tax Court decisions 
to be reviewed on appeal, the 


by the 


government's 


view affirmed Sixth Circuit, 


albeit 


Was 


without discussio 

" Cited at footnote 90 

"On October 13, 1958 (S. Ct 
and 305, respectively) 

Concurrent jurisdiction for the 

is, of course, no longer a problem (1954 Code 
Sec. 7422(d), as well as Sec. 6512). Moreover, 
divergence in treatment is in a measure pre- 
vented where principles of res judicata or col- 
lateral estoppel apply 

“ Holding, under Regs. 111, Sec. 29.2941(b) (3) 
(i), that in cases of failure to file, the amount 
of estimated tax is zero 

In G. E. Fuller, CCH Dec. 19,651, 20 TC 308 

* 54-1 ustc § 9299, 120 F. Supp. 530 (DC Ga.). 

" Rev. Rul. 55-224, 1955-1 CB 414 

S John Federika, CCH Dee. 21,088(M), 14 
TCM 652, aff'd, 56-2 ustc {§ 10,029, 237 F. (2d) 
916, cert. den., 352 U. S. 1025 (1957); R. M 
Clayton, CCH Dee. 21,537(M). 15 TCM 105 
(1956), aff'd, 57-1 ustc § 9447, 245 F. (2d) 238. 


Dkt. Nos. 218 


same year 
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Subsequently, this past June, the same v. Commissioner,” the Chief Counsel's Office, 
Sixth Circuit specifically considered the in line with its policy of conforming 
issue and took the contrary view in Acker its position after a fair but unsuccessful 
v. Commissioner,” while the Third Circuit test in two circuits, promptly re-examined 
only a few weeks earlier in Kaltreider its stand in the matter. However, by this 
Commissioner,” and Clark v. Commissioner time cases were pending in at least four 
and later in Abbott v. Commissioner” up- other circuits in various stages of develop 
held the regulations, as have the Fifth and = ment, all the way from Morgan’ in the 
Ninth Circuits since that time in Patchen Ninth Circuit, where only the petition for 
v. Commissioner’ and Hansen v. Commis review had been filed, and Baird™ in the 
sioner.“ A resolution of this resulting con- Seventh Circuit where the record had been 
flict is now being sought as quickly as sent up, to Schaefer’ and Glover,” in the 
possible, even though the issue has been Sixth and Eighth Circuits, respectively, where 
mooted for the future under the 1954 Code.“ briefs had already been filed and_ ora’ 

Such a divergence of view, which led to argument was being awaited. The prospect 
a conflict between the circuits and is now that a conflict between circuits, virtually 
headed for Supreme Court resolution, is indispensable to petitioning for certiorari 
that on the much-publicized issue of “dealers’ to the Supreme Court, might develop mo 
reserves,” involving the question of whether m™entarily and the reluctance from a litiga- 
an unpaid balance, withheld by banks or tion standpoint to withdraw cases from the 
finance companies to cover possible losses courts of appeals when so far advanced 
on notes purchased from auto dealers, em- combined with the broad importance of the 
ploying the accrual method of accounting question to persuade the government that 
and recorded on the books of the bank it would be imprudent to interfere with 
or finance company as a liability to the the course ot litigation at this stage. 
dealer, constitutes income to such dealer Nor has this policy decision resulted in 
in the year of crediting (rather than merely Undue delay in efforts to secure a prompt 
contingent claims not properly accruable) resolution of this troublesome but important 
The government has held that such amounts question, Within a couple of months, the 
are properly accruable, and has been con- Eighth Circuit in Glover v. Commissioner 
sistently supported by the Tax Court. Joined with the Fourth and Fifth Circuits, 
While this view was repudiated by the but by the time the recommendation of the 
Fourth Circuit two years ago in Johnson v Chief Counsel to the Department of Justice 
Commissioner,” the Tax Court nevertheless Was called for a few weeks later, the 
“with due deference” to the contrary view Seventh Circuit in Baird v, Commisstoner *” 


t 
101 


106 


of the Fourth Circuit, announced in Albert bad already created the desired conflict, 
M. Brodsky" that it would adhere to its and the Chief Counsel promptly recom 
position. The Service, in view of the wide ™ended certiorari in the Glover case in 
view of the clear conflict among the circuits 
and the broad importance of the question 
revenuewise. 

Thereafter, the Ninth Circuit in Hansen*™ 
accepted the view of the Fourth, Fiith and 


Eighth Circuits: while the Sixth Circuit in 
in the venue of other circuits with a view Schaefer v. Welch™ 


revenue impact of the question, promptly 
announced that it, too, would stand firm 
pending further judicial test." 


The defense of cases involving this issue 
was forthwith pushed on a broad front 


just as positively joined 


toward developing an early conflict to jn the contrary view of the government, as 


permit Supreme Court clarification as soon followed by the Tax Court and by the 
as possible. When, in January of this year, Seventh Circuit. The Solicitor General has 
the Fourth Circuit’s view was adopted by the now filed petitions for certiorari’ in Glover 
Fifth Circuit in Texas Trailercoach, Inc and //ansen.” 

” 58-2 ustc € 9615 aaa "2 Schaefer v. Welch, 57-1 ustc § 9288, 148 F 
10 58-2 ustc 9 9542, 255 F. (2d) 833. Supp. 253 (DC Ohio) 
1 58-1 uste § 9361, 253 F. (2d) 745. "3 Burl P, Glover, CCH Dec. 22,292(M), 16 
© 58-9 ustc 1 9753 TCM 203, TC Memo. 1957-45. 

' 58-9 ustc © 9733 14 58-1 ustc 7 9462, 253 F. (2d) 735 
2 " 9770 115 58-2 ustc | 9622, 256 F. (2d) 918 


58-2 ust *~ 
8 TInder Secs. GRE1(c) : * Cited at footnote 104. 
Under Secs. 6651(c) and 6654. Nt 58-1 uste { 9295, 252 F. (2d) 175. 


56-2 ustc § 9608, 233 F. (2d) 952. 18S, Ct. Dkt. Nos. 381 and 380 
CCH Dec. 22,000, 27 TC 216 (1957) ™ Similarily, on the question of whether the 
Rev. Rul. 57-2, 1957-1 CB 17. Tax Court in a Sec, 722 proceeding has juris- 
1% 58-] ustc § 9175, 251 F. (2d) 395. diction for refund purposes over standard is- 
10 Arthur V. Morgan, CCH Dec. 22,620, 29 TC sues, the Chief Counsel's Office went along with 
63 (1958). the Seventh Circuit's reversal of the Tax Court 
"1 Clifton E. Baird, CCH Dec. 22,612(M), 16 in Kendrich v. Commissioner, 51-2 ustc % 66,024, 
TCM 867, TC Memo. 1957-192. 192 F. (2d) 916, even though the Tax Court has 
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Nor does the divergence of judicial treat- 
ment always line up one or more courts 
consistently against others so as to present 
the Service with a clear choice of view. 
The given appellate court may shift its 
position so that the acceptance of its ad- 
verse decision by the Service is not always 
calculated to settle the law or to forestall 
further litigation. An extreme example is 
the course of the case development on the 
issue of whether premiums for prepaid in- 
surance are deductible by a cash-basis tax- 
payer in the year of payment or must be 
prorated over the years of coverage. As 
early as 1934, the Commissioner ruled that 
prepaid insurance, like prepaid rent and the 
cost of acquiring or disposing of a leasehold 
or term contract, is a capital asset which 
must be prorated or amortized over the life 
of the policy. This position, while ac- 
cepted and consistently adhered to by the 
Tax Court, 1938 rejected by the 
First Circuit in favor of the taxpayer in 
De Blois,” on the ground that it could not be 
that a deduction in the 
ment, in accordance with recognized busi- 


was in 


said year of pay- 


ness practice, did not clearly reflect income 
or that the accounting difficulties of requir 


(Footnote 119 continued) 
stood firm in its view despite repeated circuit 
court reversals and though the issue cuts one 
way for deficiency purposes, the other for re- 
fund purposes 


Also illustrative of divergent treatment among 
the courts which caused a course of litigation 
to pass beyond the two-adverse-circuits stage is 
that decided last term by the Supreme Court, 
on the much-litigated question of whether either 
the full proceeds or the cash-surrender value of 
life insurance taken out by a taxpayer dying 
insolvent may be reached in the hands of his 
widow as beneficiary under the transferee pro- 
visions of the Code in order to satisfy his un- 
paid income taxes. On this issue the Service 
position had for well over a decade consistently 
been upheld by the Tax Court (ever since its 
decision in Florence Pearlman, Transferee, CCH 
Dec. 14,136, 4 TC 34 (1944), aff'd by the Third 
Circuit, 46-1 uste § 9151, 153 F. (2d) 560). When 
the Tax Court was reversed by the Sixth Circuit 
in Tyson v. Commissioner, 54-1 ustc { 9353, 212 
F. (2d) 16, certiorari was not recommended or 
authorized because factual distinctions made by 
that court seemed to preclude urging the neces- 
sary conflict with Pearlman. A few months 
later when the Service view as to the full pro- 
ceeds was rejected, though it was upheld as to 
the cash-surrender value, by the Second and 
Seventh Circuits in Rowen v. U. 8., 215 F. (2d) 
641, and U. 8S. v. New, 54-2 ustc § 9706, 217 F. 
(2d) 166, and by the Fifth Circuit in U. 8. v. 
Truar, 55-1 ustc {§ 9486, 223 F. (2d) 229, the 
Service intensified the pending re-examination 
of its position and was seriously considering 
conceding as to the full proceeds. However, the 
Tax Court gave notice that it was reconsidering 
its position in the light of the court of appeals 
reversals and that its decision was imminent. 
In view of the fact that the issue was a con- 
stantly recurring one, estimated to be involved 
in some 216 cases pending in the courts or 
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ing an apportionment would be warranted. 
The Commissioner obligingly reversed his 
position promptly in conformity with that 
decision.™ 

But the can affect different tax- 
payers differently depending upon in which 
year the deduction is most beneficial. When 
another taxpayer, Boyleston, which did not 
find the rule of the De Blots case to its ad- 
vantage, brought suit, the Tax Court™ re- 
affirmed its position requiring proration, but 
the First Circuit this time, only four years 
later, agreed with the taxpayer and 
ruled its De Blois decision. 
again, the Commissioner obligingly bowed 
to the latest adverse decision of the First 
Circuit, and reverted to his original position 
requiring proration.™ 


issue 


over- 


earlier Once 


However, a taxpayer upon whom the 
burden of this latest rule fell heavily and 
who preferred to take the full deduction 
in the year of payment not equally 
obliging or acquiescent and, upon litigating 
the into the Eighth Circuit, per- 
suaded the court only last year to decide 
in his favor, announcing in W/aldhetm 
Realty and Investment Company v. Commis- 


stoner ™ 


Was 


issue 


that it preferred the, 


earlier view 


administratively, involving an aggregate of al- 
most $12 million in taxes, it was thought pru 
dent to stand by 

Shortly thereafter the Tax Court 
its position in Jean F. Stern, 
21,540(M), TC Memo. 1956-23, 
dell, CCH Dee. 21,580(M), TC Memo. 1956-40, 
and Mary Stoumen, CCH Dec. 22,303, 27 TC 
1014, adhering to its acceptance of the Service 
stand, as had the district court in New Jersey 
in U. 8S. v. Bess, 55-2 ustc § 9673, 134 F. Supp 
467, a few months earlier. When the Sixth Cir- 
cuit (57-1 ustc § 9429, 242 F. (2d) 322) not only 
reversed the Stern decision as to the full pro- 
ceeds but as to the cash-surrender value and 
also repudiated the recent progovernment deci- 
sions of the Second and Seventh Circuits in 
Rowen and New, the conflict was clear: and the 
Service promptly recommended certiorari, which 
was authorized. Meanwhile the Third Circuit 
had reversed the district court in U. S. v. Bess, 
57-1 uste § 9528, 243 F. (2d) 675, qualifying its 
earlier decision in Pearlman: and certiorari was 
likewise promptly recommended and authorized 
as to the full proceeds 

In June of this year (in 357 U. S. 39 and 357 
U. S. 51), the issue was resolved by the Su- 
preme Court, which held that the transferee 
was not liable unless state law imposed such 
liability in favor of other creditors of the in- 
sured or to the extent of the cash-surrender 
value where a valid lien attached during the 
insured's lifetime. 

20 G. C. M. 13148, XIII-1 CB 67. 

=1 Welch v. De Blois, 38-1 
(2d) 842 

2G. C. M. 20307, 1938-1 CB 157. 

23 Boylston Market Association, 
12,169-B, BTA memo., November 6, 1941. 

™ Commissioner v. Boylston Market Associa- 
tion, 42-2 ustc § 9820, 131 F. (2d) 966. 

#23 G. C. M. 23587, 1943 CB 213. 


26 57-2 ustc § 9717, 245 F. (2d) 823. 


reaffirmed 
CCH Dec 
Elfreda E. Wen- 


USsT« 


7 9118, 94 F 


CCH Dec 





of the First Circuit permitting full deduction 
in the year of payment. In view of the tax- 
payer’s long and consistent practice, the issue 
was not pursued further by the government, 
and an example in the 1954 Code regulations 
unequivocally requiring proration was de- 
leted.’* 


Limited Supreme Court Review 


Sometimes, though battered by the 
courts of appeals, the office may be de- 
terred from seeking certiorari at first be- 
cause of fear that the issue may turn on the 
particular facts and, therefore, not supply 
the square legal conflict so essential to Su- 
preme Court review. Illustrative is the 
history of the litigation on the issue as to 
what constitutes an omission of gross in- 
come from a return for purposes of the 
limitations provisions of Section 275(c) of 
the 1939 Code. At the time of the first 
circuit court reversal of its position in Upte- 
grove Lumber Company v. Commissioner ™ in 
1953, the Service had already prevailed in 
four other circuits.“’” The government did 
not petition for certiorari because of doubts 
as to a square conflict in view of dis- 
tinguishing features between the cases, some 
involving an omitted item of income or de- 
duction, others an overstatement of 
or claim that an item, though reported, was 
exempt or only partially to be taken into 
account. The Commissioner proceeded to 
litigate with continued success in the Tax 
Court, and in the Sixth Circuit in Carew 
v. Commissioner, though adverse decisions 
were rendered by the formerly favorable 
Ninth and Fifth Circuits in Slaff'™ v. Com 
Hightower, and also 
by the Eighth Circuit in Goodenow v. Com- 


costs 


missioner and Davis v 


™ Reg. Sec. 1.401-1(a)(1). 

ss Cf. the comparable 
Court which in Arthur L. 
22,222, 27 TC 713, recognizes that it must with 
all ‘due respect adhere to its position upon 
occasion, despite court of appeals reversal, in 
furtherance of the same duty which it recog- 
nizes governs the Service in seeing that the 
taxing statutes are applied uniformly across 
the nation The Tax Court recalls that to 
conform its position to the first circuit reversal 
can well backfire, as it has at times in the past 
But see resolution of _the Taxation Section, 
adopted by the American Bar Association Con- 
vention at Los Angeles, to require the Tax 
Court to be bound by decisions of the several 
courts of appeals on the same basis as federal! 
district courts (Program and Committee Re- 
ports, Section on Taxation, p. 69). See also 
Vom Baur and Coburn, ‘“‘Tax Court Wrong in 
Denying Taxpayers the Rule Laid Down in His 
Circuit,’’ Journal of Taxation, April, 1958, pp. 
228-233, reviewed in 44 American Bar Associa- 
tion Journal 906-907 (September, 1958). This 
problem has led to the controversial ‘‘Griswold 
Plan’’ (Griswold, ‘‘The Need for a Court of Tax 
Appeals,’’ 57 Harvard Law Review 453 (October, 
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position of the Tax 
Lawrence, CCH Dee. 


December, 1958 ©@ 


misstoner.* Again, certiorari was not recom- 
mended because in view of distinguishing 
factors it was doubted that there was the 
necessary conflict and since the issue was 
mooted for the future under the 1954 
Code.” Thereafter, when in The Colony, Inc 
v. Commissioner, the Sixth Circuit. affirmed 
another Tax Court decision upholding the 
Service position, the taxpayer petitioned the 
Supreme Court for certiorari; the Govern- 
ment, to assure a final resolution of this 
troublesome problem for pre-1954 Code 
years, joined in urging grant of the peti- 
tion. It was granted, and the issue was 
resolved by the Supreme Court's decision 
this past term,’™ to the effect that the 
term “omission” refers only to an omitted 
item of income and embrace a 
mere overstatement of costs where the in- 
come can be computed from 
contained in the return. 


does not 


information 


Protection of the Revenue 


Upon occasion, as we have seen in the 
percentage depletion govern 
ment is in a position to be whipsawed and 
must protect the revenue pending ultimate 
resolution by the Supreme Court or by re- 
medial Sometimes, too, the 
large revenue potential of the issue impels 
further litigation, even where the question 
is mooted for the future or it is not 
how likely to develop 
In such cases, some of which have already 
been mentioned, certiorari has been sought 


cases, the 


legislation. 


clear 


soon a conflict is 


even in the absence of the traditional con 
flict. One such instance involved the ques 
tion of whether accelerated amortization 
Section 124 of the 1939 Code is 
limited to the amount certified as necessary 


under 


1944), defended by Judge 
Tax Appeals—A Call for 
American Bar Association Journal 275 (April 
1953), and equally vigorously attacked by 
Robert N. Miller in ‘‘The Courts of Last Resort 
in Tax Cases: A Specialized Court of Tax Ap- 
peals,”’ 40 American Bar Association Journal 
563 (July, 1954). This and other possivle rem- 
edies were discussed by the Taxation Committee 
at the Federal Bar Association midyear meeting 
of committees in April of 1954, reported in 
Federal Bar News (May, 1954) pp, 202-203, 208 
129 53-2 ustc § 9475, 204 F. (2d) 570 (CA-3) 
™ Fifth Circuit: state of Foster v. Commis- 
sioner, 42-2 ustc § 9737, 131 F. (2d) 405; Second 
Circuit Ketcham v. Commissioner, 44-1 ust 
© 9341, 142 F. (2d) 996; Ninth Circuit: O'Bryan, 
45-1 uste £9229, 148 F. (2d) 456: and Sixth 
Circuit: Reis, 44-1 ustc © 9347, 142 F. (2d) 900. 
81 54-2 ustc 7 9491, 215 F. (2d) 58, 
132 55-1 ustc § 9277, 220 F. (2d) 65. 
3 56-1 ustc {§ 9313, 230 F. (2d) 549. 
56-2 ustc § 10,032, 238 F. (2d) 20. 
% Sec. 6501(e)(1) (A). 
' 57-1 ustc | 9636, 244 F. (2d) 75. 
58-2 uste { 9593, 357 U. S. 28. 
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Pope in “Court of 
teexamination,’’ 39 





to the national defense. When the Court of 
Claims in Ohio Power v. U. S.™ adhered to 
its earlier position in Wickes Corporation v. 
U._S.,*” the government immediately petitioned 
the Supreme Court for certiorari, pointing 
to the importance of the issue revenuewise, 
as well as to its efforts to develop a conflict 
as soon as possible in the case of Nattonal 
Lead Company, decided for the government, 
on which appeal was then pending in the 
Second Circuit. Upon affirmance of the gov- 
ernment’s stand in Commissioner v. National 
Lead, the taxpayer filed a petition for cer- 
tiorari, and the government did not oppose 
and requested reconsideration of its petition, 
previously denied, in Ohio Power. The issue 
Court and last 
resolved, favorable to the gov- 


was accepted by the 
was finally 
ernment.” 


year 


Likewise, in the complex situation involv- 
ing the carry-back of net 
operating losses and excess profits credits 


Carry-over or 


following statutory mergers, after prevailing 
in the Eighth Circuit in Libson Shops, Inc. 

Koehler,“ though not in the Ninth Circuit 
in E, & J. Gallo Winery v. Commissioner?“ 
or in the Court of Claims in Koppers Com- 
pany, Inc. v. U. S.,™ 
to the existence of a square conflict, cer- 
was nevertheless 
tv.o office in Koppers, in 
administrative 
incomplete 


and despite doubts as 


recommended by 
view of the broad 
importance of the issue and 
under the 1954 Code 
and because the Tax Court was consistently 


il 1 


coverage 


decision 
(that of the 
Stanton Brewery, Inc 
In addition, appeals were 
in the Third and First Circuits, 
Title Company of FPhila- 
and Newmarket Manu 
from a 


refusing to support the original 


adverse to thé government 
Second Circuit in 
Commtssioner ).** 
then pending 


in Commonwealth 


Rothenstes 


) 


delphiaz 
decision 
Supreme 
its deci 
endeavors to provide 


facturing Compan each 


favorable to the government. The 
Pn t : 
Court accepted certiorari in Libson; 
‘ 1] ' 

aered tast year, 


this 


sion, ret 


in answer te question 


Che broad impact on the revenue likewis¢ 


deterred the Service from accepting the 


m8 55-1 uste § 95 129 F. Supp. 215 

1 52-2 ustc © 9567, 108 F. Supp. 616 

CCH Dec. 20,905, 23 TC 988 

141 56-1 ustc § 9290, 230 F. (2d) 161 

2#U, S. v. Ohio Power Company, 57-1 vst 
* 9537, 353 U. S. 95, U.S. v. Allen-Bradley Com- 
pany, 57-1 uste © 9337, 3b2 U. S. 306: National 
Lead Company v, Commissioner, 57-1 uste © 9338, 
352 U. S. 313. 

43 56-1 ustc | 9216, 229 F. (2d) 220. 

456-1 ustc © 9101, 227 F. (2d) 699. 

® 55-2 uste © 49,153, 134 F. Supp. 290 

46 49-2 ustc { 5941, 176 F. (2d) 573. 

47 54-2 ustc { 66,083, 124 F. Supp. 274 (DC 
Pa.). 

M8 55-1 ust< 
Mass. ). 


© 9376, 130 F. Supp. 706 (DC 
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first adverse appellate decisions in the much- 
discussed clay and cement depletion cases, 
though the office was keenly sensitive to the 
inconvenience to which taxpayers 
might be put in protecting their rights pend- 
ing final resolution of the issue. The issue 
common to these cases—U. S. v. Cherokee 
Brick & Tile Company,” U. S. v. Sapulpa 
Brick and Tile Corporation,” U. S. v. Merry 
Brothers Brick and Tile Company,” 
Dragon Cement Company v. U. S.""—was as 
to whether “gross income” for percentage 
depletion purposes includes that part of the 
sales price attributable to the product as 
processed to its manufactured state where 
there is no ready market in the 
state." The question is one of statutory 
construction, affecting the collection of hun- 
dreds of millions of dollars in revenue; in 
1955, after losing the Cherokee Brick case™ in 
the Fifth Circuit, the government directed 
its efforts toward developing an early con- 
flict, to assure prompt Supreme Court reso- 
lution, pursuing its position in the trial 
courts in the venue of a number of other 
circuits—the Sixth Circuit in Haviland Clay 
Works Company’ and Sparta Ceramics ;™ 
the Tenth Circuit in Sapulpa; ™ 
Ninth Circuit in Harvey. 
extensive surveys ‘were instituted in the 


some 


and 


mineral 


and the 
At the same time, 
field 
and in the Treasury to ascertain the revenue 
During this period, high officials were 
in close touch with interested members of the 
Congress and with representatives of the indus- 
tries involved. Loaking toward a speedy reso- 
lution of this litigation, the 


Impact 


government, to the 


extent possible, entered with taxpayers’ 


counsel into stipulations of fact except 
for protective purposes, did not torce 


TI tax- 
lre 
iT¢ 


payers into the already adverse Fifth Circuit 


By the time the Tenth Circuit in Sapulpa’ 
handed decision following the 
Fifth Cireuit in Cher 
had alre ady prevailed 
(Maine) in Dragon 


{ Ss 


down its 
rkee”" the government 


district court 
mipany 


* which was tl 


on the ti 


appeal in the First ircuit; the 


payer's 


velopment otf a 


57-1 ustc © 9691, ¢ 
-1 ustc © 9168, ‘ 
7-1 ust 

57-1 usre © 9527 
57-1 ustc 9 9674, 
‘Under 1939 Code 
Code Sec. 613(c)(2) and (4)). 
5 Cited at footnote 150 
* 56-1 ustc © 9297 (DC Ohio). 
* Still pending in the United States District 

Court (for the Northern District of Ohio). 

Cited at footnote 151 
” Lester G. Harvey et ux. v. U. 

{ 9473 
»™ Cited at footnote 151 
Cited at footnote 150 
12 56-2 ustc © 9866, 144 F 


> 


157 


(2d) 424 (CA-5) 

(2d) 694 (CA-10) 

. (2d) 708 (CA-5). 
". (2d) 514 (CA-1). 
114(b)(4)(B) 


(1954 


Supp. 188 (DC Me.) 





When the First Circuit decided ™ to follow 


Cherokee, the results of Treasury surveys 
indicated such a broad revenue impact that 
this office, after consulting with top Treasury 
officials, decided its broad public responsi- 
bility compelled it to seek a Supreme Court 
resolution before abandoning its position, 
though it gave its assurance that it would 
fully cooperate with any legislative efforts 
being considered by committees of the 
Congress. A petition for certiorari was ac- 
cordingly recommended by this office and 
authorized by the Solicitor General. Cer- 
tiorari was denied by the Supreme Court on 
October 14, 1957; four days later the Inter- 
nal Revenue Service announced ™ that, in 
view of the denial of these petitions, it was 
taking steps to dispose of pending litigation 
and claims involving brick and tile clay 
and cement rock, as required under these 
decisions, and would conform Treasury 
regulations and outstanding rulings accord- 
ingly. 


Unfairness to Other Taxpayers 
Who Followed Service Stand 


Under some circumstances, for the office 
to throw down its arms and abandon its 
position at the first judicial blast might 
be thought unfair to other taxpayers who 
have followed the Treasury position to their 
disadvantage. Such a situation, in part at 
least, impelled the Second Circuit in R. H. 
Macy et al. v. U. SS. this year to reject, 
as untimely under the Treasury regulations, 
the taxpayer’s claimed election to use LIFO, 
where 70-odd similar taxpayers had filed 
timely elections. The privilege of adopting 
LIFO, which was accorded by statutory 
amendment (in October, 1942) even for a 
year in which an interim report had been 
issued on a non-LIFO basis, was made 
dependent under the regulations upon filing 
of a Form 970 on or before March 10, 1943. 
The great majority of department stores 
affected filed such elections within the pre- 
scribed time. Some few, however, including 
Kaufmann & Baer and R. H. Macy, be- 
cause of alleged doubts as to whether the 
Service would recognize LIFO as available in 
any event to taxpayers using the retail 
method of valuation, did not file such an 
election. Only some five years later, after 
the Tax Court in Hutzler Brothers Com- 





pany had resolved these doubts and the 
Commissioner had acquiesced in that deci- 
sion, did they seek to file their elections to 
use LIFO. The Court of Claims in Kanf- 
mann & Baer Company et al." held the elec- 
tion not timely. When a similar claim of 
R. H. Macy was decided the other way by 
a district court (Southern District of New 
York) the following year, the Service ap- 
pealed, and the Second Circuit thought it 
unfair to give this taxpayer the benefit of 
five years of hindsight denied others who 
timely filed an election, and it therefore re- 
versed the district court, to follow the 
Service view.” The taxpayer has just 
petitioned for certiorari.” 


Litigation Too Far Advanced 


In some instances, a course of litigation 
may have advanced so far that adverse 
decisions are rendered in more than two 
circuits before office position can be ade- 
quately reconsidered and conformed, if be- 
lieved warranted, or until a conflict develops, 
making a request for Supreme Court reso- 
lution possible. 

Such an instance in which the Service has 
become enmeshed in a developing trend of 
litigation is that which culminated in this 
vear’s decision of the Second Circuit in the 
Lewis case.“ It has generally been recog- 
nized that the fees paid in resisting an 
estranged wife’s monetary demands incident to 
a divorce or separate maintenance proceedings 
are nondeductible personal expenses,” even 
though in resisting such liability the tax- 
payer may be improving his general financial 
situation and in this sense conserving his 
income-producing property.™ 


An exception, however, has been carved 
out where the husband’s liability is not in 
dispute but, rather, the manner of satisfying 
it; and the asset at which the wife’s claim 
is directed constitutes the husband’s chief 
source of income, such as the stock of a 
corporation in which he is a principal officer 
and shareholder; and his income is derived 
from the resulting salary and dividends 
This exception, announced by the Eighth 
Circuit in Baer v. Commissioner, was fol- 
lowed by the Court of Claims in McMurtry 7 
U. S.” and, more recently, by the Sixth 
Circuit in Bowers v. Commissioner ™ last year. 





3 Opinion cited at footnote 153. 

1 By T. I. R. 62, October 18, 1957. 

1% 58-2 ustc 1 9536. 

#6 CCH Dec. 15,547, 8 TC 14 (1947). 

167 56-1 ustc { 9266, 137 F. Supp. 725. 

8 RH. Macy & Company et al., v. U. 8., 57-1 
ustc { 9385, 148 F. Supp. 377. 

1 See footnote 165. 

12S. Ct. Dkt. No. 
1958. 
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369, filed September 15, 


December, 1958 @ 


7 Lewis v. Commissioner, 58-1 wustc {§ 9420, 
253 F. (2d) 821. 

™ Lindsay Howard v, Commissioner, 53-1 ustc 
{ 9213, 202 F. (2d) 28; Hstate of Smith v. Com- 
missioner, 53-2 ustc § 9616, 208 F. (2d) 349. 

m3 U, 8. v. Lykes, 52-1 ustc § 9259, 343 U. S. 
118. 

1452-1 ustc § 9310, 196 F. (2d) 646. 

179 55-1 ustc {| 9497, 132 F. Supp. 114. 

6 57-1 ustc § 9605, 243 F. (2d) 904. 
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this period, however, the Tax 
Court has steadfastly adhered to its con- 
trary view that such a result is not recon- 
cilable with the Supreme Court’s decision 
in Lykes.™ Other courts of appeals mean- 
while refused to follow Baer, absent 
the same strong fact-showing and the defi- 
nite allocation of a part of the fee to income- 
conserving expense.” 

Then, this 
Lewis,™ took 


During 


have 


vear, the Second Circuit in 
square issue with Baer, agree- 
ing with the Tax Court that the exception 
carved out by the Eighth Circuit in that 
case could not be squared with the Supreme 
Court’s decision in Lykes. The taxpayer did 
not request certiorari, and the government 
was powerless, despite the conflict between 
the circuits, to seek Supreme Court resolu- 
tion. However, defense has now been rec- 
ommended in a number of cases in 
the venue of courts which decided adversely 


other 


to the government,” as well as in the venue 
of other uncommitted circuits,” with a 
view to facilitating the development of a 
vehicle through which to seek a Supreme Court 
clarification at the earliest possible time.” 


May Be Unwise to Give Up Too Soon 
While a 


more than 


involving 
some in- 


litigation 
circuits 


course ot 


two has, in 


stances, resulted in a final resolution favor- 


able to the government and, in others, 


favorable to the taxpayer, some recent illus- 
trations emphasize why it may be unwise, 
as a policy matter, to conform office position 
too quickly to adverse decisions of a court 
Court of Claims. For 
example, after the Court of Claims handed 
down its decision in Henry River Mills Com- 
pany v. U. SS." on the question of interest 
on a potential deficiency, this office fairly 
promptly began following that decision in 
recommendations for administrative refund. 
Thereafter, however, the issue was found to 
be more significant revenuewise than had 
at first been supposed, and defense was 
recommended in the Court of Claims again 
in Koppers Company, Inc. v. U. S2™ Mean- 
while, a taxpayer took the into a 
district court in U. S. v. Premter Oil Re- 
fining Company of Texas,” and was unsuc- 
cessful in the Fifth Circuit,” which reversed 
the district court. In view of the conflict 
thus created between the decision in that 
case and that of the Court of Claims in 
Koppers Company, the issue was presented 
to the Supreme Court, which ultimately 
decided the question favorable to the gov- 
ernment.” 


of appeals or the 


issue 


\ not-dissimilar situation was presented 
on the problem of whether payments made 
by a stockholder on a guaranty of his cor- 
poration’s debt 
bad debt or a business loss 
decisions in a 


nonbusiness 
After adverse 
circuits ™ and 


constitutes a 


number of 





™ Cited at footnote 173 

8 Richardson v. Commissioner, 
9609, 234 F. (2d) 248; Tressier v. 
sioner, 56-1 ustc § 9102, 228 F. (2d) 356 

™ Cited at footnote 171 

® Walter G. Baskerville and William R 
nelly, both in the venue of the Eight Circuit 
and Hugh W. Long, in the venue of the Court 
of Claims 

i Such as Talbert in the venue of the Tenth 
Circuit 

2 Other situations in which the government 
has become enmeshed in a course of litigation 
which involves more than two circuits before 
Service position could be conformed include, 
over the past year or two, that involving the 
taxability of patronage dividends of co-ops in 
the year of receipt (three circuits: the Ninth 
Circuit in Caswell’s Estate v. Commissioner, 
54-1 uste © 9330, 211 F. (2d) 695; the Fifth Cir- 
cuit in Commissioner v. Carpenter, 55-1 ust 
© 9259, 219 F. (2d) 635: and the Fourth Circuit 
in Long Poultry Farms, cited at footnote 40) 
that involving the issue of whether, for pur 
poses of Sec. 107(a), 1939 Code, a husband and 
wife in a noncommunity property state may 
claim the benefits of the income-splitting provi- 
sions of the 1948 Revenue Act as to compensa- 
tion received in years 1948 to 1954 for the hus- 
band’s personal services rendered during pre- 
1948 taxable years (three circuits: the Fourth 
Circuit in Hofferbert wv. Marshall, 53-1 ust: 
€ 9151, 200 F. (2d) 648, U. S. v. Koontz, 55-2 ust 
¢ 9588, 223 F. (2d) 250, and McClure v. U. S8., 
56-1 ustc 9131, 228 F. (2d) 322; the Third 
Circuit in Commissioner v, Stockly, 55-1 ust 
{ 9369, 221 F. (2d) 745: and the Second Circuit 


56-2 ust: 


Commts- 


Con- 


Federal Tax Conference 


in Commissioner v. Mahler, 56-1 ustc § 9171, 228 
F. (2d) 903); that as to the includability in 
income of retirement grants to ministers (four 
circuits the Fifth Circuit, the District of 
Columbia Circuit, the Third Circuit and the 
Sixth Circuit, in Schall v. Commissioner, 49-1 
ustc © 9298, 174 F. (2d) 893, Abernethy v. Com- 
missioner, 54-1 ustc ©9312, 211 F. (2d) 651, 
Mutch v. Commissioner, 54-1 ustc © 9165, 209 F 
(2d) 390, and Kavanagh v. Hershman, 54-1 ust 
© 9267, 210 F. (2d) 654, respectively): and the 
surety collection cases (four circuits: the Tenth 
Circuit in United States Fidelity & Guaranty 
Company v. U. 8., 53-1 uste § 9249, 201 F. (2d) 
118, U. 8S. v. Zschach Construction Company, 
54-1 uste © 9164, 209 F. (2d) 347: the Fifth Cir- 
cuit in U. 8S. v. General Casualty Company of 
America, 53-2 ustc § 9483, 205 F. (2d) 753, and 
Fireman's Fund Indemnity Company v. U. 8., 
54-1 ustc { 49,026, 210 F. (2d) 472; the Ninth 
Circuit in Westover v. William Simpson Con- 
struction Company, 54-1 uste % 49,022, 209 F 
(2d) 908; and-the Fourth Circuit in U. S. 1 
Crosland Construction Company, 55-1 ustc © 9112 
7 F. (2d) 275) 

" 9225, 96 F. Supp. 477 

© 9104, 117 F. Supp. 181 

© 9122, 107 F. Supp. 837 (DC Tex.). 

" 9154, 209 F. (2d) 692 

§ 9182, 348 U. S. 254 

' Third Circuit: Pollak 

54-1 uste § 9149, 209 F. (2d) 5 
Fox v. Commissioner, 51-2 vsté 
(2d) 101; Fifth Circuit: Edwards v. Allen, 54-2 
ustc © 9681, 216 F. (2d) 794; and Sixth Circuit: 
Cudlip v. Commissioner, 55-1 ustc § 9239, 220 F. 
(2d) 565 


. Commissioner, 


» 
7; Second Circuit 
{ 9379, 190 F 
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while were being taken to conform 
office position, a square conflict was created 
by the Eighth Circuit’s decision favorable 
to the government, on August 11, 1955, in 
Putman v. Commissioner,” and the taxpayer 
carried the issue to the Supreme Court, 
where the government did not the 
granting of the petition for certiorari, and 
the office position was finally sustained by 
that Court.” 


steps 


opp se 


In Cases of Continued Litigation, 
How to Treat Other Taxpayers 
in the ‘‘Lost’’ Circuit? 


In the exceptional situation, as bas been 
pointed out, following the rejection of the 
government’s position by one or more ap- 
pellate courts, broad considerations of policy 
are believed to warrant further litigation in 
other circuits with a view toward develop- 
quickly as possible the 
looking toward Supreme 
During the intervening period 
office is presented with the difficult 
how to treat other taxpayers 
the “lost” circuits. Where 
involve other 


necessary 
Court 


ing as 
conflict 
resolution 
the 
problem of 
in the venue of 


} 


such other t 


Cases years oT 
the same taxpayer on substantially identical 
taxpayers under 


office considers 


other 
similar circumstances, the 
the inconvenience and expense which would 
result in forcing such taxpayer or taxpayers 
the ultimate re- 
inevitably be in 


facts Or cases of 


where 
would 


to trial and appeal 
sult in the circuit 
their favor. 

On the other hand, the development of 
a conflict may be imminent, and where the 
amount of revenue involved in such 
is substantial, it may be essential to keep 


Like- 


Cases 


them alive for protective purposes. 
other case is not on “all 
concession before trial may not be 
warranted. In this situation, as throughout 
the litigation efforts to 
formity in treatment among taxpayers and 
to protect the must be balanced 
against the desirable of certainty in 
the law and of avoiding resort to the courts 


wise, where such 


fours,” 
sphere, assure unt- 
revenue 
goal 


wherev er pt yssible. 


1? 55-2 ustc © 9604, 224 F. (2d) 947 
1 57-1 ustc § 9200, 352 U. S. 82 (1956). CF., 
too, the issue of whether a corporation realizes 
income on dealings in Treasury stock, where the 
Service accomodated its regulations back in 1934 
to the favorable decision of the First Circuit in 
Commissioner v. S. A. Woods Machine Com- 
pany, 3 ustc © 924, 57 F. (2d) 635 (by T. D. 4430, 
XIII-1 CB 36), and after this position was uni- 
formly accepted by courts of appeals for over 
20 years, the Court of Claims in Anderson, Clay- 
ton & Company v. U. 8., 54-2 ustc § 9495, 122 F. 
Supp. 837, took issue with the Service position 
and was ultimately sustained by the Supreme 
Court (55-2 ustc © 9747, 350 U. S. 55). 
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Policy of Announcing 
Litigation-Policy Decisions 
When Further Litigation Is Abandoned 


Toward introducing certainty into the 
law at an early stage, Chief Counsel Cantrall 
has recently announced™ that once a de- 
cision has been made no longer to litigate 
a particular issue, an immediate announce- 
ment will be made by technical information 
release, \,ithout awaiting, as formerly, until 
rulings, regulations, or both 
formed, a which 
months and sometimes a 
complicated areas. Such 
will, however, be 
significant 


can be con- 
frequently took 
more in 


process 
year or 
announcements 
made only in regard to 
importance to tax 


payers generally, and not as to every adverse 


issues of 


court decision, particularly those involving 
purely factual non- 
recurring situations, Furthermore, such an 
nouncements will go only to the precise and 
usually narrow issue covered by the decision, 
and sometimes will not go to all the points 
discussed in the judicial decision in question 


questions or rare or 


On Westerhaus Issue 


Thus, on October 31, 
is announcing ™ its 


1958, the Service 
acquiescence in the 
Tax Court's adverse decision in H’esterhaus 
Company™ and that under the circumstances 
presented in that case, as well as in 
Cramer™ and Roger WH’. Pope;® it will 
recognize that a sale of stock of one corpo 


emma 


ration to another corporation by a taxpayer 
owning the majority stock in both can in 
substance be a true sale than divi 
dends, despite the close relationship of the 
parties and available earnings and profits. 
The Service cautioned, however, that this 


rather 


applies only to 1939 Code years and only 
in comparable factual 
treatment 
where, 


situations and that 
will continue to be 
and to the extent 
sold at a price in excess 
value or in 


capital gain 
denied in 
that, the stock Is 
of its fair market 
there exist other factors indicating that the 
true import of the transaction is the receipt 
of ordinary was 
the 


cases 


Cases W he re 


of dividend o1 


stock. 


income, by 


otherwise, rather than sale of 


mr, R 

™ T. I. R. 108 (October 31, 1958) 

™ CCH Dec, 22,658(M), TC Memo. 1957-213 

™ CCH Dec. 19,767, 20 TC 679 (1953) 

"™ CCH Dec. 21,581(M), TC Memo, 1956-41, 
aff'd, 57-1 uste § 9291, 239 F. (2d) 881 (CA-1) 

6 See, for example, Sam Gold, et al., CCH 
Dec. 22,803, TC Memo. 1958-2, and William M 
Liddon, CCH Dee. 20,559, 22 TC 1220, aff'd, 56-1 
ustc © 9268, 230 F. (2d) 304, cert. den., 352 U. S 
824. 


241 (September 19, 1958) 
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On Holsey Issue 

Today, also, the Service is announcing ' 
that it will follow the court of appeals ad- 
verse decision in Holsey™ in cases involving 
similar circumstances and that in the future 
it will not treat the purchase by a corpo- 
ration of one 
dividend to the 
merely 


stock as a 
shareholders 
interests 
in the corporation are increased. The Serv- 

however, that if the stock is 
in reality purchased by the remaining share- 
holders and paid for by the corporation, 
then, regardless of the form of the trans- 
action, the payment will be regarded as a 
dividend to the shareholder who made the 
purchase, in line with Wall,” Zipp” and 
similar decisions. The Service likewise pointed 
out that if a stock 
to a corporation for less than its fair market 


shareholder's 
remaining 
their 


because percentage 


ice cautioned, 


shareholder surrenders 
value, such surrender may be a gift or com- 
pensation to the remaining 

ording to the 


shareholders. 
Service, if a 
fair market 


Conversely, acc 


corporation pays more than 


value for its stock, the payment may be 


' 


compensation to the 
ing stock or 
remaining 


shareholder surrender- 
may be a gift to him from the 


shareholders 


Other Similar Recent Announcements 


During the past few months announce- 
ments of this character have been made in 
Among them 
accepting the court of ap 
marketability for brick 
that the 


sale of a 


many other 


have been that 


peals test of “first” 


clay 


important areas 


that conceding 


rovalty on the 


and cement; 


reservation of a 


“sale” 


1939 


patent does not necessarily preclude a 


for capital gain under the 
Code;*” that assuring the nonretroactive 
application of any change in the long- 
standing position of the Service as to public 
utilities by reason of the court of appeals 
decision in Teleservice, on the question of 
includability in income of amounts paid to 
induce a railroad or utility to introduce 
service’ into a particular area; that an- 
nouncing that the Service would follow the 
Shirah and Parrish 
exclusion from income of subsistence allow- 
and that, 
Cantrall 
Conven- 


purposes 


cases, recognizing the 


police officers; ™ 
Chief Counsel 


paid to 
announced by 
at the American Association 
tion in Angeles in August, 
only a restricted application of the principle 
set forth by the Supreme Court in Libson 
Shops, carry- 


ance 
first 

Bar 
assuring 


Los 


relative to the 
back of the net operating | 
business income of 
taxed separately 


carry-Over or 
one 


sses ot 


against postmerget an- 


} 


other business operated and 


before the merger. 

Such announcements, as in the case ot 
progovernment decisions such as Jeleservice 
and Lihbson, or 
verse 
that t 
always pushed 
limits to the government's 


even in the case of an ad- 
decision like Holsey, 


ie Chief Counsel’s Office has not 


emphasize the 
tact | 
i decision to its logical or 
necessary ad- 
fairness, 
upon a 
over many years, 
appear to out- 
gain to the 


[The End] 


where considerations ot 
taxpayers 
contrary Service position 
or of equality of treatment 
weigh the possible immediate 


Vantage 


as to who have relied 


revenue 


DISADVANTAGES OF STATE WITHHOLDING TOLD 


\ recent publication of the Missouri 
Public 


the case 


Expenditure Survey presents 


institution of in- 
The 
which are described in 
the following: (1) pro- 
paychecks, it 
income tax 


against the 


come tax withholding. major 
lisadvantages, 
detail, include 
viding a pipeline to 
would hikes 
have 
an extra vear’s tax during the 
period; (3) an unsound 
money would fall to 
because of the overlapping 


would be 


make rate 


easier; (2) wage earners would 
to pay 
installation 
windtall of tax 
the state 


payments; (4) pressures 


T. L. R. 109 (October 31, 1958) 

™ Holsey v. Commissioner, 58-2 
(CA-3) 

m Wall v. U. S8., 
162. 

™ Zepp, et al. 
“© 9546 (CA-6) 

* T. I. R. 62 (October 18, 1957). 

22 T. I. R. 81 (June 27, 1958) 

~ T. IT. R. 86 (August 15, 1958). 
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ustc 9816 


47-2 ustc { 9395, 164 F. (2d) 


Commissioner, 58-2 ust 


generated to make self-employed per- 
double up their tax payments 


and go on a basis; 


sons 
pay-as-you-go 
(5) a collection cost would be placed 
small employers 
cost; (6) the 


on employers, with 
incurring the 


state would be involved in huge com- 


heaviest 


puting, accounting and reporting proc- 


esses while the take from the average 


worker with a wife and two children 
would amount to only nine cents 


weekly: (7) a substantial administra 


tive task would be involved in making 


hundreds of thousands of retunds 


™ T. 1. R. 84 (July 8, 1958) 

T. I. R. 89 (August 25, 1958), holding this 
principle announced by the Supreme Court in 
Libson Shops would not be relied upon by the 
Service under the 1954 Code as to a merger or 
other transaction described in Sec. 381(a), with 
a caveat, or to Secs. 382(b) and 269 and to the 
regulations under Sec. 368 as to the require- 
ments of a reorganization 
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Priority of Federal Tax Liens 
By HERMAN T. REILING 


The author is Assistant Chief 
Counsel, Internal Revenue Service. 
He emphasizes that this discussion 
represents his personal views 

and is not to be interpreted in any 
sense as the official opinion 

of the Treasury Department or 

any unit thereof. 


7. oC we may not generally agree 
# that current consideration of federal tax 
liens and of their effect on private creditors 
as comprehensive as it 
should be, nonetheless one thing is certain: 
Never, since the origin of the liens, have 
taken an interest in the 
subject. In the main, such interest, and 
certainly my discussion, is confined to 
priorities not governed by the Bankruptcy 
Act’ or by Section 3466 of the Revised 
Statutes of the United States.’ 


Is as objective or 


sO Many persons 


This development plainly should have a 
salutary effect. If we are to have a law 
of federal tax liens that is sound—and what 
is equally important, if it is to be generally 
considered sound—it must rest upon a 
broad legal opinion. In a free 
society such as ours, the law of federal tax 
liens, like roots in the 
general consensus of all informed opinion.* 
Every opinion which goes beyond general 
acceptance is important, for it is an integral 
part of the competitive thinking which 
spurs us on to sound, generally acceptable 
rules of law. 


base of 


other law, has its 


Whether or to what extent our interest in 
federal tax liens will continue at the cur 
rent level, however, is problematical. From 
the legal and business points of view, the 
“bread-and-butter” urge us on 
are not as numerous as those on the sub 
stantive side of our tax laws. Federal taxes 
are for the most part 
voluntarily paid by the taxpayers.* Even 
an additional tax assessed after audit of the 
returns usually is paid promptly upon notice 
and demand. The liens, of course, provide 
silent compulsion for payment. For 
reason, it may be that payment really is 
not voluntary Perhaps we 


reasons to 


self-assessed and 


this 
may more ap 
propriatelv say it is mvoluntarily voluntary 
However, even an 
payment of tax leaves a taxpayer's property 
free of lien and eliminates all priority 
problems And to complete the record, the 
field of controversy is further narrowed by 
the fact that the priority 
not arise in the case of most tax delinquents 
—which is not to say that the 
of enforcing collection is simple. 
The legal work chiet 
counsel on collection problems is handled 
by about 80 lawyers—who, I should add, do 
not deal solely with questions of priority 
On the contrary, they also handle all of 
our other legal work respecting the colle« 
tion of taxes, including that pertaining to 
reorganizations and other procedures tor 
rehabilitating distressed taxpayers, the pro 
tection of tax claims in proceedings under 
the Bankruptcy Act and proceedings in 
federal or state receiverships or other in- 
assignments for the benefit 


involuntarily voluntary 


question ot does 


l 
task 


legal 


required ot the 


solvencies, in 





‘Where a delinquent taxpayer is in a bank- 
ruptcy liquidation proceeding, the trustee in 
bankruptcy is required to pay all nonlien taxes 
legally due and owing in an order of priority 
set out in Sec. 64 of the Bankruptcy Act, 11 
USC Sec. 104(a), taxes being the fourth priority 
and subordinated to certain costs and expenses 
of the proceedi! and certain wage claims 
Where federal tax liens are involved, Sec. 67 of 
that act must be considered along general fed- 
eral lien law The rehabilitation sections of 
that act contain special provisions as to taxes 

2In insolvencies not governed by the Bank- 
ruptey Act, and in the case of an estate of a 
deceased taxpayer in the hands of an executor 
or administrator, Rev. Stat. Sec, 3466 (31 USC 
Sec. 191) provides that all ‘“‘debts’’ due the 
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United States shall be paid first The word 
‘“‘debts,’’ as there used, includes taxes. (Price 
v. U. 8., 1 ustc § 158, 269 U. S. 492 (1926).) 

* For a more detailed discussion of this theory, 
see Reiling, ‘‘Developing a Law of Income Tax- 
ation,’’ 32 TAXES S46 (1954). 

‘For example, for the fiscal vear 1956, total 
collections amounted to $75.1 billion, of which 
approximately $87 million, or less than one 
eighth of 1 per cent of the total, represented 
tax, interest, and penalty on delinquent returns; 
and for the fiscal year 1957, out of total collec- 
tions of $80.2 billion, $112 million, or less than 
one sixth of 1 per cent, represented delinquency 
collections. (Annual Report of the Secretary 
of the Treasury for Fiscal Year 1957, pp. 117 
and following.) 
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dissolutions, in 
cases involving the administration of estates, 
in suits to recover erroneous refunds, cases 
involving mortgage foreclosures or suits to 
quiet title where the government is named 
a party defendant, in the defense of injunc- 
tion suits, in the administrative removal ot 
liens from particular the 
acceptance or rejection of offers in com- 
promise, and in the 
vising the district directors on 
and collection matters. In all of this work, 
only a small part of the time of our entire 
devoted to the 
most discussed at 


From what I |} 
iot to be implied that the volume of tax 
cle generally 


of creditors, in corporate 


properties, in 
work of generally ad- 


assessment 


mat- 
time. 


controversial 
the 


ottice is 


ters present 


ave said, it, however, is 


‘linquencies is ata satisfactorily 
Taxpayers who pay their taxes 
duc on this 
score, and they should not be—for entforce- 
collection should be strengthened 
weakened. To that funds 
for employing perhaps 
not less, Internal Reve 
on delinquencies 


low level 
when are not easily satisfied 
ment of 
rather than 
should be available 
more, 
nue 


end 


and certainly 
personnel to check 
and initiate collection procedures at earlier 
dates 


\s to changing the statutory provisions 
respecting liens, as is being urged currently, 
my main thought may be briefly stated. It 
is that I do not « the pro 
cedures thrown into a com- 


ant collection 
process of 
plexity such as we have witnessed in respect 
ot the Before 
substantial action is taken to alter the 
should be a re 


substantive tax provisions 
any 
there 


collection process, 


federal tax liens. 
along the 
vhich have been prepared 
Institute in 


statement of the law of 


I suggest a restatement lines of 
the restatements 
by the American Law 


of the law of torts, trusts, and other subjects 


respect 


collection 
The 


certamnty 


because the 
important 


This is essential, 


machinery is delicate and 


injection of uncertainty where 


collection now exists can only serve to 


attributes of 
We, 


and 


one of the highest 


lisrupt 


weaken 


and government. 


should 
wisely, and not en 
first 
mye 


sovereignty 


theretore, proceed cautiously 
lo do so, we 


to the 


iotionally 


must generally agree as mean- 


of existing law. 
Now if we are to reach any such general 
know 


begin 


agreement—in short, if we are to 
really are doing before we 


with 


what we 


tinkering collection procedures—the 

5 Indeed, all tax liens are creatures of statute, 
for liens to secure taxes did not exist at com- 
mon law. Hence, if no statute has created a 
lien, no lien exists. Patten v. Corbin, 42 N 
Mex. 561, 82 Pac. (2d) 789 (1938): Ingraham v. 
Forman, 49 Ariz. 29, 63 Pac. (2d) 998 (1937); 


Federal Tax Conference 


least we can do is to have a restatement 
of the law that is prepared under the 
auspices of an organization of stature, an 
organization which has a reputation for 
objectivity. For this task—if I may be 
»ardoned for saying so—I would nominate 
the leading law As alumnus 
of the University of Chicago Law School, I 
trust that the sponsor of this tax conference 
will be in the forefront 


schools. an 


This sort of thing should have been done 
long ago in respect of [ 
federal taxation. Had 
today might have had less artificiality and 
complexity. That it has not been done, 
however, is no reason why should not 
attempt it with liens. 


An the law of 
federal tax liens, unlike much of our cur- 
rent literature on the subject, should not 
be devoted primarily to the meaning of 
terms such as “priority,” “preference,” “first 
in time, first in right,” 
choate liens,” “perfected liens” 
fected hens ie 
of statute;° 
to be determined by a 
statute imposing the 
have mentioned 


law ot 
we 


the entire 


it been done, 


we 


respect to tax 


objective analysis of 


liens,” “in- 
and “unper- 
Federal tax liens are creatures 
their and are 
construction of the 
lien; and terms such 


not employed 


“choate 
meaning 


SCC ype 


as | 
in the lien statutes 


are 
catchwords for 
but the 
any me oft 


These terms ex- 
pressing ideas, meaning to be at- 
tributed to them too often 
depends largely upon the intent of the user 
of the word. Thus, even where a court 
uses one of these words, the soundness of 
the result reached by it is to be tested not 
by argument as to meaning of the particular 
but bv reterence to 
the terms of the statute by the lien 
To pr otherwise is to 


contuse rather than to explain 


catchword emplove d. 
which 


is imposed. oceed 


the first 
property or 

attaches Since 
federal lens—(1) 
tax distilled 
estate tax lien, (3) 
lien and (4) the 
taxes—this determina- 


} ~} 
which 


In applying the 
determine t 

rights the lien 
four distinct 


Statutory 
what 


terms, 
ste p is to 


property 


there are 
tl 


lien f 
the ten 


giit tax 


ie special on 
(2) 


ten-Vveal 


spirits, 
the 


general 


yeal 


lien for all 


tion in a given case depends upon 


“lien is involved 


} 
the len tor tl 


In the case of he tax on 
distilled spirits, the statute rather 
the property to 


Moreov: Yr, 


clearly 
the 
not here 


) 
Hen 


hav ce 


specifies which 


attaches.’ we 10 


Cassidy v. Aroostook, 186 Me. 665, 186 Atl. 665 


(1935) 

1954 Code Sec. 5004 It is a first lien upon 
the distillery used for distilling the spirits; the 
stills, fixtures and tools therein: the lot 

(Continued on following page) 
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any special problem of priority, for, by 


statute, the lien is a first lien, 

In the case of the special estate tax and 
gift tax liens,’ lien attaches to the 
property which is the measure of the tax. 
Hence, a determination of the property to 
which the lien attaches generally is readily 
discernible after a deterniination of the 
amount of the tax. 


each 


In the case of the general lien for all 
taxes, which is the center of the present 
interest in federal tax liens, the statute * 
broadly provides that the lien shall attach 
to “all property and rights to property, 
whether real or personal, belonging to the 
taxpayer.” general, sweeping 
terms, general im fact to be applied 
without some judicial construction and im- 
plementation. Nonetheless, they are terms 
which have beea in efiect since the enact- 
ment of the Civil War Income Tax of 
1864;* they have been construed by the 
courts times; and we have a 
body of judicial opinion as to their mean- 
ing. And it is erroneous to criticize recent 
court decisions as though the courts had 
suddenly announced new or novel rules 
respecting their operation. 


These are 


too 


many sizeable 


From the outset, it has been implicit 
that the lien cannot attach to property or 
property rights which do not belong to the 
taxpayer at the time the lien comes into 
operation.” Thus, instead of speaking pri- 
marily in terms of though 
the government creditor 


priorities, as 

merely a 
rather than a sovereign exercising its power 
of taxation, we today, as in the past, really 


were 


are concerned with determining what prop- 
rights belong, and what 
taxpayer at the 
moment the tax lien comes into operation 


erty or property 


do not belong, to the 


That I do not unduly emphasize this 
point is evidenced by the action taken 
recently by the Supreme Court in the Stern” 
(Footnote 6 continued) 
or tract of land on which the distillery is sit- 
uated; and any building thereon, Except for 
the reference to any building on the lot or tract 
of land, the terms in effect today are, for all 
practical purposes, identical to those in effect 
as early as the Civil War taxing act of June 
30, 1864. See Sec. 55 thereof, 13 Stat. 243 

* The estate tax lien is upon the gross estate 
of the decedent, and the gift tax lien is upon 
all gifts made during the year for which the 
tax is imposed. (1954 Code Sec. 6324.) As a 
matter of historical interest, the Civil War 
taxing act of June 30, 1864, imposed a tax on 
legacies, and a 20-year lien of similar nature 
(Sec. 125, 13 Stat. 284); and it imposed a tax 
on succession to real estate and a lien which 
was a first charge on the interest of the suc- 
cessor for five years (Sec. 145, 13 Stat. 290). 

* 1954 Code Sec. 6321. As to its nature, see 
Anderson, ‘“‘Federal Tax Liens—Their Nature 
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and Bess” cases, in each of which the 
problem was to determine whether or to 
what extent the government’s lien gave it a 
right to share in the lite 
insurance policy, the lien being for income 
tax deficiencies assessed against a deceased 
taxpayer who was the insured. Though 
insured had retained the right to 
change the beneficiary and to draw down 
or borrow against the cash surrender value 
of the policy, it was held in the Stern case 
that property 
him to which the hen could attach, for in 
that died before the additional 
income tax was assessed against him. Thus, 
though the tax should have been paid by 
him during his lifetime, neither he nor his 
estate, at the time the lien was imposed, 
had any property or property rights in the 
policy to which the lien could attach. On 
the other hand, in the Bess case, since the 
tax was before the insured died, 
the insured at that time had_ property 
rights in the policy to the extent of its 
cash surrender value; the lien attached to 
these rights; and, though the 
as such had no liability for the tax, the 
transfer of the policy upon death of the in 
sured did not affect the lien and the bene 
ficiary took subject to it. 


pre ceeds of a 


each 


there was no belonging to 


case he 


assessed 


beneficiary 


These decisions have been criticized on 
the ground that whether the lien does not 
attach in of this kind should not 
depend upon whether the insured 
before the tax is assessed. On the 
hand, if economic 
were controlling, it 


cases 
dies 
other 
equality of treatment 
also could be argued 
that an amount equal to the cash surrender 
value at the time of death should be applied 
against the tax even where the tax is not 
until after the insured’s death 


assessed 


Se that as it may, neither of these two 
contentions 1s this 
Indeed, to Supreme 
decisions on only 


discussion. 
Court 


pertinent to 
criticize the 
either 


basis obscures 


and Priority,"’ 
(1953). 

* See Sec. 119, 13 Stat. 283. 

” Even if the taxpayer makes a gift of prop- 
erty to another before the tax is assessed and 
the lien is imposed, a lien for a tax other than 
a gift tax on the gift does not attach to the 
property in the hands of the donee, in absence 
of a showing of fraud to defeat the tax claim 
(U. 8S. v. Bank of Rockville Center Trust Com- 
pany, 37-1 uste £9242, 19 F. Supp. 124 (DC 
N. Y., 1937). See also U.S. v. Rector, 58-2 ust 
* 9560, — F. Supp. (DC N, C., 1958) Cinvolv- 
ing property conveyed to taxpayer's mother, as 
to which government will not appeal).) 

™ Commissioner v. Stern, 58-2 ustc © 9594, 357 
U. S. 39 (1958). 

2U, S, v. Bess, 58-2 ust 
(1958). 


41 California Law Review 241 


§ 9595, 357 U. S. 51 
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significance of the decisions— 
that the Court showed a meticu- 


lous regard for the terms of the lien statute. 


More than this, the different results 
reached in the two epitomize the 
long established rule of construction, which, 
though apparently not noticed by the critics, 
nonetheless has been observed by the courts. 
It is to this effect: Since a tax 
f statute, the statute 

etly construed 
doubts as to its 


the true 
which is 


cases 


lien is a 
creature of imposing 
it is to be 

its terms, all 


resolved against the 


according to 
being 
imposition of the lien.” 


scr | ta 


Had the Court ignored this-principle and 
applied a “liberal” construction in these two 
cases, as was done below by the Tax Court 
and the District Court, the 
share of the insurance proceeds would have 
reduced in case by the full 
amount of the tax, though by state law the 
could not be 
The Court, 
course. It 


beneficiary’s 


been each 


insurance proceeds as such 
for debts of the insured 


follow 


taken 
however, did not such 
upheld the lien only in the Bess case, where 
there clearly was property belonging to 
the insured to which the lien could attach 
at the time it came into operation. 


To ignore this philosophy—or, if 1 
speak frankly, to harbor the 
that the courts recently have fallen victims 
to peculiar and arguments ad- 
vanced by the Internal Revenue Service—is, 
| suggest, one stumbling block to an under- 
federal tax 


may 
more idea 


theories 


standing of the law of liens. 


Take the question whether the 
federal tax lien tor a husband's income tax 
is entitled to priority over his wife’s dower 
rights husband and wife file 
These dower rights prior 

death are said to be 
urrent abstract thinking 
“inchoate,” if this 
characterization of the rights were decisive, 
existing when the 
subordinated to 


general 


where the 
separate returns 
to the husband's 


Under 


respecting the 


inchoate 
word 


dower right, though 


tax is assessed, would be 
This follows from the fact that the lien is 
a creature of statute. See footnote 5, above 

"G. C. M. 824, V-2 CB 54 (1926) 

% See Cobb v. U. S., 49-1 uste 1 9125, 172 F 
(2d) 277 (CA of D. C.), in which the court 
pointed out (1) that the district court had held 
that the wife's dower right was not a part of 
her husband's property and did not pass to the 
United States and (2) that the government did 
not question such holding. To the same effect 
t S. v. Ettelson, 46-1 ustc § 9283, 67 F. Supp. 
257 (DC Wis.), rev'd on other grounds, in 47-1 
ustc € 9137, 159 F. (2d) 193 (CCA-7). 

" See footnotes 14 and 15, above 

"Prior to the married women's acts, the 
wife's property, including her interest in a 
tenancy by the entirety, could be taken for her 
husband's debts. (Plumb, ‘Federal Tax Collec- 
tions and Lien Problems,’ 13 Tax Law Review 
247, 260 (1958) 
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a lien imposed for the husband’s tax lia- 
bility. 

Such 
been 


characterization, however, has not 
decisive, either by the 
Instead, though 


sale of the 


regarded as 
Service “ or by the courts.” 
the lien may be enforced by a 
property, the must be made 


to the wife’s dower rights in such property, 


sale subject 


unless she is willing to join in the sale.” 


We 
that we 
nature of dower rights 
property 


this result for the simple rea 


are gener! ally 


reach 
son agreed as to the 


true They may not 


be property or rights belonging 
to the wite, if 
strued as words of 
definitely are 


ownership of property; and for this 


to be con 
They, how 


respecting the 


these terms are 
legal art 
ever, rights 
reason 
they cannot be ignored. 

prevails with re- 


husband and 


\ similar philosophy 
spect to property held by the 
tenants by the 


wife as entirety in those 


states in which the interest of 
be taken for the debts of the othe 


has not 


one spouse 
cannot 
Contrary to 


been the 


some supposition, it 


that the 
property in such states may be sold tor the 


Service position entire 


does 


taxes ot though it 
the position that in other states the 


one 


spouse, take 
interest 
of one spouse may be levied upon for such 
f a joint 
Nor, as 


spouse’s inter- 


spouse’s taxes”™ as in the case of 
tenancy “ or common 
a practical matter, may one 
est be sold, subject to the rights of the other 
For little could be 
under circumstances. More- 
matter of law, they cannot be 
separately sold as though the husband and 
were tenants in However, 
notwithstanding the implications of certain 
seems to me that the 
interest of the 


tenancy in 


spouse one reason, 


realized such 
over, as a 


wite common 


court decisions,” it 
lien clearly attaches to the 
time the 
that the 


the other spouse 


delinquent spouse at the 

made than 
does not occur until 
the delinquent 
In other words, if the government keeps its 


assess- 


ment is rather attach- 


ment 


dies, leaving spouse living. 


%G. C. M. 1310, VI-1 CB 101 (1927) 

” There, however, is a problem of determin- 
ing the extent of the taxpayer's interest, the 
burden of proof being upon the government 
(U. S. v. Stock Yards Bank of Louisville, 56-1 
uste £ 9418, 231 F. (2d) 628 (CA-6).) As toa 
joint bank account, see Rev. Rul. 55-187, 1955-1 
CB 197 

* Shaw v. U. 8., 39-1 uste 
245 (DC Mich.): U. S. v. Nathanson, 
£9194, 60 F. Supp. 193 (DC 
Hutcherson, 51-1 vustc § 9249, 
(CA-8). See, also, Raffaele v 
* 9321, 196 F. (2d) 620 (CA-3), where a joint 
bank account by husband and wife, which was 
treated by state law as a tenancy by entirety, 
was held to be free from the demands of third 
parties claiming against one of the spouses. 


* 9463, 94 F. Supp 
45-1 ust 
Mich.); U. S. v. 
188 F. (2d) 326 
Granger, 52-1 ust 
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lien alive, the entire property can be sold 
for taxes when the delinquent spouse be- 
comes the surviving spouse. 


To say, as suggested by some, that the 
lien for one spouse’s tax does not attach to 
his interest in property held by the entirety 
until the delinquent becomes the 
survivor is to give a preference to all in- 
tervening creditors. More than this, it may 
be misleading to say, as some do, that as 
long as both spouses are living, the prop- 
erty may be sold by them free of lien. On 
this point, title experts are in a position to 
speak with perhaps greater practicality than 
tax experts, for a recorded federal tax lien 
is something which may not be easily ignored 
in title work. Even if it may, a 


spouse 


sale in 


some states would destroy the tenancy by 


entirety and, since lien attaches to after- 
acquired property, it would attach to the 
proceeds or part thereof belonging to the 
delinquent taxpayer-spouse. 


In view of what has been said, it is not 
necessary to explain in considerable detail 
why a mortgage is given priority ™ over a 
subsequent federal tax lien. Even where it 
does not convey title, the mortgagee acquires 
definite rights in the property. These rights 
do not belong to the mortgagor and cannot 
be subordinated to a lien thereafter imposed 
upon the property for taxes owed by him 
The 


recover, however, may be reduced by liens, 


extent to which the mortgagee may 


as, for example, those for real estate taxes 
which, though junior to the federal tax lien, 
take priority over the mortgage.” 


The rationale as to the mortgages applies 
both to real estate mortgages and to chattel 
mortgages or pledges of personal property, 
although it is 


different as to purchase 


money mor tgages.~ 


\ purchase-money mortgage is regarded 
as a limitation on the property which a pur- 


*1 By statute, a recorded mortgage 
against an earlier, but later recorded, federal 
tax lien. (1954 Code Sec. 6323: Ormsbee v. U. 8., 
1928 CCH Fed. Cts. Vol., p. 7795, 23 F. (2d) 926.) 

2 “Thus, if the property sells for $12,000 with 
a mortgage of $10,000, federal taxes of $5,000 
and local taxes of $1,000, the mortgagee would 
get $9,000, the local taxing agency its $1,000, 
and the United States the $2,000.’ (Yudkin, 
“Tax Liens and Mortgages, Deeds of Trust,”’ 
33 Journal of the State Bar of California 231, 
236 (1958).) The rule respecting this problem, 
which is commonly a circuity problem, was 
made clear in U. 8S. v. City of New Britain, 54-1 
ustc © 9191, 347 U. S. 81; and in the decision on 
remand in that case, Brown v. General Laundry 
Service, Inc., 55-1 ustc § 9427, 19 Conn. Sup. 335, 
113 Atl. (2d) 691. Similarly, Exchange Bank v. 
Tubbs Manufacturing Company, Inc., 57-2 vst: 
© 9803, 246 F. (2d) 141 (CA-5):; Southern Vhio 
Savings Bank v. Bolce, 56-1 ustc © 9600, 165 Ohio 
St. 201, 135 N. E. (2d) 382. Likewise, where a 
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chaser takes when he executes such mort- 
gage.* Hence, though the purchaser is 
delinquent in his federal taxes at the time 
he buys the property, the federal lien does 
not attach to the interest which is covered 
by the purchase-money mortgage and which 
the purchaser in substance does not acquire. 
Moreover, the test as to when a mortgage 
is a purchase-money mortgage is whether 
the proceeds of the mortgage are to be used 
to apply on the purchase, and not whether 
the mortgage is executed to the seller. 
Thus, the lien does not extend to the in- 
terest 
mortgage, though the mortgage is to a third 
party who advances the 


seller.” 


represented by the purchase-money 


proceeds to the 


Technically, there is a question whether 
an unrecorded mortgage takes precedence 
over a recorded later-imposed federal tax 
lien. For more than 30 years, the Service 
has taken the position that it not.” 
Nonetheless, whether this position is too 
broad has been questioned. In a sense, it may 
be, though I must add that the problem seems 
to be more technical in the legal sense than 
substartial from the business point of view 
If the mortgage is bona fide, and is executed 
in a business-like manner, the closing of the 
transaction will be so conducted that the 
mortgagee can promptly record the mort 


does 


gage before lien may be 
filed. If 
importance which may be attached to record 
title that the 
mortgagee may attempts 
to sell the 


this depends upon the particular state law.” 


any federal tax 


this is not done—in view of the 


under state law—lI can see 


have difficulty if he 


mortgage or to foreclose; but 


Another current question dealing with the 
priority of mortgages is whether the prior 
ity extends to future advances. For ex 
ample, if a mortgage is given to secure a 
loan of $5,000 and future advances 
may be made to bring the 


mechanics’ lien primed the mortgage (Samms v 
Chicago Title & Trust Company, 53-1 ustc © 9270 
349 Ill. App. 413, 111 N. E. (2d) 172) and where 
the mortgage was primed by a landlord lien 
(Brock v, Slater et al., 56-2 uste § 9605, F 
Supp (DC Ala.)) 

* As to the nonvalidity of a subsequently 
recorded general federal tax lien, see 1954 Code 
Sec. 6323 

“UU. 8S. v. New Orleans & Ohio Railroad Com- 
pany, 79 U. S. (12 Well.) 362 (1870); Troyer v 
Mundy, 60 F. (2d) 818 (CCA-8, 1932). The same 
preference is allowed whether the property 
subject’ to the purchase-money mortgage is 
realty or personalty (Chase National Bank 1 
Sweezy, 281 N. Y. S. 487 (1931).) 

* Wermes v McCowan, 3 N. E. 
App., 1936) 

*&. C. M. 1089, VI-2 CB 84 (1927) 

* Indeed, the priority of a federal tax lien 
over an earlier unrecorded mortgage may de 
pend upon state law 
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loans up to 
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$25,000, the mortgage is executed 
and recorded before any tax lien arises but 
a tax lien later is asserted, is the mortgagee 
entitled to priority with respect to advances 


made after the lien is asserted? 


and if 


The Service position is that he is not.” 
This position is legally sound, for a mort- 
gage at any given time is not broader than 
the debt which it at that time 
Moreover, from the business viewpoint, this 


secures. 


position is sound even when it is applied 
open-end 
construction 


to cases such as an mortgage 


given as security for loans. 
After a taxpayer-mortgagor becomes delin- 
quent in his federal taxes, the 
should be in a position to 
and to insist that the 
before further 


mortgagee 
financing him 
take ch: 


paid by 


tax be 
ad- 
that the 
a responsible 


job It 


+ 


aree 
the 
made or, if it is not, 
turned 


taxpayer 
vances are 
property be over to 
complete the 
value of the property 
existing 1 


mess 


builder-contractor to 


the then does mn 


exceed the indebte« under the 


mortgage, the mortgagee 1s in a position 


to take complete charge, for he may apply 


the hen 
the 


mortgage, the 


for and secure a removal of trom 


the property. If the value of property 


exceeds the amount of the 


mortgagee, in cooperation with the Service, 


may be able to arrange for a responsible 


take the 


mortgage. 


builder to pay the tax and over 


property subject to the 


what I am 
that the Serv- 
contrary to 
No prudent businessman 
intends or truly 
a delinquent 


final analysis, 
I do not agree 


position 1s 


the 
is that 


legal 


Thus, in 
saying 
ice’s sound 
business practice 
deliberately 
come a 
not even 
foolishly funds 
to a person even after the latter has become 
a delinquent taxpayer 


desires to he 
creditor of taxpayer, 
a preferred creditor—nor does he 


commit himself to advance 


this 


Parenthetically, | 
that there is no law requiring that the 


may say at pomt 
voy 
ernment be named as a party in a mortgage 
foreclosure proceeding, when the govern 
ment’s tax lien is junior to the mortgage 
However, the authorities on mortgage fore 
closures agree that the better practice is to 
name all junior mortgagees o1 


It is the only 


lenholders 


Way to have an authoritative 


* Rev. Rul. 56-41, 1956-1 CB 562 
* Metropolitan Life Insurance 
U. S., 39-2 uste 1 9771, 107 F 
cert. den., 310 U. S. 630 
” 1954 Code Sec. 6325(b) (2) 
158-1 ustc § 9327, 355 U. S 
* National Refining 


Company wv 
(2d) 311 (CCA-6), 


587 (1958) 

Company v. U. 8., 47-1 
* 9221, 160 F. (2d) 951 (CCA-8)_(holding 
federal tax lien subordinate to an assignment 
of future commissions as security for debt to a 
company); Knight v. Knight, 47-2 uste © 9339 
71 N. Y. Supp. (2d) 357 (1947), affirmed without 


UST 
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determination that the junior claimants no 
longer have any interest in the property.” 
However, rather than name the government, 
the mortgagee may apply for an administra- 
tive discharge of the property from the fed- 
eral tax lien, if there really is no equity in 
the property for the government.” 


What 


ticism, is the doubt 


also is disturbing, in current cri- 
that attempt to 
cast upon the priority of pledges or assign- 
ments of future wages and rents made prior 
to the 7 doubt, 


so it 1s the deci- 


some 


assertion of a tax lien. The 


alleged, arises be cause oO} 


sion of the Supreme Court in the R. F. Ball 
Construction Company case;" but I do not 


that the decision in that 


such doubt 


agree case poses 


any 


the tax lien arts¢ 
] 


Ball ( 


obligation to be 


/ ‘; 
nsiruct 


obviously the nominal pledgee 


has no property right in the future 


vvered by the pledge instrument. 


generally recognized long before thi 


ne Court decision, for with- 


a debt or obligation to be secured by 


it really is not a pledge. On the other hand, 


if the pledge is made as security for an 


obligation which is definite at the time the 


tax lien arises, the pledgee may easily show 


the extent of his interest in the future income 


In my opinion, the priority of the pledge 


is not affected by the fi that future income 
is pledged, ome may be fully 


assigned if the assignment is for considera 


tion, and it tollows that an interest in such 


income may be assigned as security for the 


satisfaction of a debt or obligation 


1 


Now, our greatest confusion at the present 


time seems to be in pe f hens 


as mechan 


} 


} 
tl 


primarily 


as used in law 


times is said to > a fixed ; 


stood meaning, actually it 


meaning and is variously 


Is no 


general 


+} 


agreement 
opinion in 50-1 uste © 9158, 8O N. E 
and not appealed by the government 
the lien to be subordinate to 
future wages as security for payments to 
divorced wife): Northern National Bank 1 
Northern Minnesota National Bank, 244 Minn 
369, 70 N. W. (2d) 118 (1955) (holding the lien 
to be subordinate to an assignment of retained 
percentages in a construction contract which 
was made .s security for a bank loan, from 
which holding the government did not appeal). 


(2d) 344 
(holding 
assignment of 
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constitute 
case of 


property rights” Even in the 
mechanics’ liens, which appear to 
be of special concern at the present time, 
there is no general agreement under the 
laws of the states that the lien is property 
or a property insist 
that it is, do we agree as to when it becomes 
such. On the contrary, it seems to be quite 
that a mere not a property 
right, and the present confusion arises only 


right nor, when we 


clear lien is 
because of a variety of procedures which 
have been added in respect of certain statu- 
tory liens in order that under state law the 
lienholder will have substitute rights which, 
in lieu of property rights, may serve to give 
the lienholder a priority which he cther- 
wise would not have. 


Recognizing this facet of the law, some 
of the states have resorted to circumvention 
by way of legislation which arbitrarily pro- 
vides that the lien, when perfected, shall 


be effective, or shall be accorded priority, 


as of a specified earlier time, such as, for 
example, the date on which a contract was 
signed or the date on which statutory notice 
is given. It is legislation of this type, rather 
than any new or novel development in the 
law of federal tax liens, that has prompted 
contentions that these liens constitute prop- 
erty rights as distinguished from means for 
acquiring such rights. 

Prior to 1950, the year of the Supreme 
Court decision in U. S. v. Security Trust « 
Savings Bank of San Diego,”® conten- 
tions lower 
courts which supremacy of the fed- 
eral lien over rival liens for county 
taxes, contingent right of set-off, equitable 
lien or right of set-off, garnishments, local 
tax landlord 


these 
sustained 
denied 


were by numerous 


tax 


liens, attachment liens, 
wage assignments and the like. However, 
beginning with the decision in the Security 
Trust & Savings Bank case, it became evi- 


liens, 


* Indeed, it is generally 
lien is not a right of property in or to the 
subject matter of the lien (53 Corpus Juris 
Secondum 829 and following: The Poznam, 9 
F. (2d) 838 (1925): Powers v. Fidelity & Deposit 
Company of Maryland, 180 S. C. 501, 186 S. E 
523 (1936); Hunt v. Curry, 153 Tenn. 11, 282 
S. W. 201 (1926); “A lien is no sense an estate 
or interest in land’’ (Application of Gau, 230 
Minn. 235, 41 N. W. (2d) 444, 448 (1950)); ‘‘It is 
not an interest in a thing’ (Bell v. Dennis, 43 
N. M. 350, 93 Pac. (2d) 1003 (1939)). 

* 57 Corpus Juris Secondum 492. 

5 50-2 ustc { 9492, 340 U. S. 47 

*U. 8. v. Acri, 55-1 ustc § 9138, 348 U. S. 211 

’ This is because the imposition of tax liens, 
whether at the federal, state, or local level, is 
an exercise of the taxing power, which must be 
superior to property rights: otherwise a tax- 
payer could not be forced to pay taxes, which 
are payable in property. Moreover, a State or 
local tax lien, such as a lien for realestate tax 
which attaches to the res without regard to 
individual ownership, differs from other state 


984 


considered that a 


December, 


tax liens. Cf 


1958 °@ 


dent that these decisions did not meet the 
real Though state procedures may 
provide substitutes for property rights and 
allow priority on the substi- 
tutes, nonetheless, in administering the gen- 
eral federal tax lien which attaches to 
property and rights to property, the substitutes 
are not to be considered property rights 
belonging to the delinquent taxpayer's cred- 
itors. They may enable a creditor to take 


Issue, 


basis of the 


property or rights to property from a debtor 
and, if this the federal tax 
lien comes in the will 
have acquired a_ preferred But, 
until this occurs, a debtor’s property rights 
not reduced by virtue of these 
tutes” or labels given to 
them. There is no reduction in his property 
which federal 
tax lien. 


occurs before 


operation, creditor 
position. 
are substi- 
because of the 
rights are subject to the 

Statutory liens coming within this cate 
gory differ from (1) encumbrances, such as 
state tax liens, which are superior to prop 
erty * and (2) 
the maritime lien, which by act of Congress 
take priority, and, though denominated liens, 
may 


rights federal liens, such as 


be said to be more in the nature of 
property rights 

Subject to these two exceptions, it seems 
to me that a statutory lienholder 
property or rights to property (1) when he 
becomes such 
rights title to the 


when, having legal 


acquires 


the owner ot property or 
legal same; (2 
though not title, he 
acquires a beneficial interest” in the prop 
erty; or (3) when he at least has actual or 


constructive virtue of his 


with 


possession by lien 


These propositions are discernible in the 
recent decisions, but their origin dates back 
at least 140 years." 
| be lieve 
that 
acquires 


and 
conclude 
len 


If this conclusion is sound, 
it is, it 
the holder of a 


seems reasonable to 


common law 


Osterberg v, Union Trust Com- 
pany, 93 U. S. (3 Otto) 424 (1877) 

*A maritime lien is a right of property 
which adheres to the ship, independent of own- 
ership or agency, because of the liability of the 
ship as such. (Piedmont & George’s Creek Coal 
Company v. Seaboard Fisheries Company, 254 
U. S. 1, 9 (1920).) For this reason, the mari- 
time lien is superior to a pre-existing lien for 
federal taxes. (The River Queen, 8 F. (2d) 426 
(DC Va., 1925).) 

” By this is meant an equitable interest 
as that of a beneficiary of a trust 

” Thelusson v. Smith, 15 U. S. (2 Wheat.) 396, 
426 (1817). In commenting on this case 125 
years later, the Court, in New York v, Maclay 
et al., 288 U. S. 290 (1933), said that the ruling 
in the earlier case was that a judgment lien 
was ‘‘subordinate to the preference established 
by the statute unless seizure by a marshal or 
some other equivalent act has made the lien 
specific and brought about a change of title or 
possession.’’ (Italics supplied.) And the cur- 
rent opinion indicates that the priority of a 
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right from the outset, for it is 
lien 


a property 

a possessory his is to say, a common 
law lien is the right to retain possession of 
until debt due on, 
or secured by, the property 1s 
Though it does not entitle the lienholder to 
and sell the property, it entitles 
him to possession against all others until 


personal property some 


satished.” 
toreclose 


the debt is satisfied, and it exists only while 
he has possession. In view of the significance 
of possession in its relation to ownership— 
ownership being primarily a right of pos- 
“it there- 
lienholder is 


session to the exclusion of others 
that the 
entitled to priority if he 
len at the 
against 


fore seems to me 
has possession by 
virtue of his time the tax is 


assessed the owner. 


Even SO, because of the supremacy oO! 
the power of taxation, the property may be 
and sold for taxes due 
owner, but the sale should be subject to 
the lienholder’s right to be paid out of the 
upon the sale. Under 


whether or to what ex 


seized from its 


proceeds received 
such circums 
tent the lien! 


otherwise valid must be settled by all the 


tances, 
older’s claim is reasonable and 
namely, the owner of the property, 
the lienholder and the 


parties 
government—or by 
the court having jurisdiction of the controversy. 


What | 


mon law 


have said with com- 


respect to 
] 
| 


vy toa 


should apy 
But it 


and other 


liens perhaps 


possessory hen does not 


statutory 
apply to 
liens which do not depend upon the 


charging 
reten- 
\ lien 


claim or 


mechanics’ 


tion of possession by the lhenholder. 


of this character denotes a legal 
personal, 
debt or 


property re- 


charge on property, either real or 
as security for the payment of some 
though title to the 
debtor and the 


obligation, 


mains in the lienholder does 


not have possession. It may be general in 


that it does not attach to any specific prop- 
constitute a claim or charge 


erty Or it May 


on particular proper Moreover, it may 
the lienholder the 


property to 


or may not give right to 


reduce the and 


possession; 


may or may not carry with it the right of 
(Footnote 40 continued) 
lien on tangible personal property over a 
eral tax claim must rest upon possession. (U.S 
v. Gilbert Associates, Inc 53-1 ustc 9 9291, 345 
U. S. 361; Seligson Recent Developments in 
the Field of Federal Tax Claims,"’ 29 Journal 
of the National Association of Referees in Bank- 
ruptcy 7 (1955).) 
53 Corpus Juris Secondum 826 

*" Holmes, The Common Law, Lecture VI, 
Possession’’ (Little, Brown & Company, 1938), 
pp. 206-246, wherein at p. 246, the author stated: 
But what are the rights of ownership? They 
are substantially the same as those incident to 
possession Within the limits prescribed by 
policy, the owner is allowed to exercise his 
natural powers over the subject-matter unin- 
terfered with The owner is allowed 


fed- 
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. the owner 


enforcement by foreclosure. If the lien 1s 
a special lien, in that it is a charge upon 
particular property, and the lienholder has 
a right of foreclosure, the lienholder has a 
property right when he has taken sufficient 
action to give him give 
him a beneficial, if not legal, interest in the 
property. 


possession or to 


Though, as you may know, this point of 
view as applied to mechanics’ liens has been 
criticized, the criticism is not aimed at re- 
futing views such as I have expressed. In- 
stead, it is bottomed upon 
that the lienholder in such 
stand in a position comparable to that of a 
len. To 
this of state legislation, however, 1s to rely 
too heavily upon the state for adequate se- 
curity. 


the proposition 


case should 


vendor with a vendor's expect 


If the creditor wants security com- 
parable to that of a vendor's lien, he should 
provide for it at the time he into 
the transaction, the point at which a vendor's 
lien 
statutory 


enters 


comes into operation. To rely upon a 


lien to provide by hindsight se- 
curity which a prudent business man may 
provide by 


sound business. 


foresight is, in my 
More than this, 
property interest eventually acquired is not 
in the henholder from the 
from. the 


opinion, not 


since the 


inception of the 


lien, much less inception of the 


transaction which gives rise to the lien, it 


is not such hen in the 


In the 


after it be- 


sound law to put 


same category with a vendor's lien. 


has l, 


which 
came clear that the doctrine of 
back” cannot apply to defeat a federal tax 


lien,” the ntention has 


litigation ensue 


“relation 


main ce been that 


lienholder is protected against a 
subsequently -orded 

lien because of the provisions of 
32 Code 


O92 
a mortgagee, pledgee, 


the rival 
general federal tax 
Section 


3 ot the which gives such protec- 


tion te purchaser, or 


judgment creditor; but Section 6323 is 


to be so construed." 


However, assuming 
is erroneous, such 


ther than to bring u o th oint wher 
to exclude all, and is accountable to no one 
The possessor is allowed to exclude all but one, 
and is accountable to no one but him,"’ namely, 
Thus, as a rule, common law liens 
override all other rights in property (53 
Corpus Juris Secondum 855: Whitefield Village 
Fire District v. Bobst, 93 N. H. 229, 39 Atl. (2d) 
566 (1944).) Though some common law liens 
may be statutory today, they may retain many 
of their common law characteristics (Hogan, 
The Innkeeper’s Lien at Common Law, 8 
Hastings Law Journal 33 (1956).) 
“’U,. S. uv. Security Trust € 
cited at footnote 35 
“ Sec. 6323 does not preclude the attachment 
of the lien as prescribed by Sec. 6321. It merely 
prevents the lien from being applied against 
(Continued on following page) 
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we must value the lienholder’s right as of 
the time the federal tax lien arises. If at 
that time such right has not been converted 
to “property or rights to property” within 
the Supreme Court concept of such term, 
how can we value the lienholder’s right? 
Can we arbitrarily assign a property value 
to a “no-property” interest? Would such 
arbitrariness, even if due process of law, be 
fair to other creditors who also have a “no- 
property” interest in the debtor’s property 
but do not have priority? In short, are we 
in an area where we may by legislation 
circumvent legal concepts without 
creating confusion, if not considerable chaos? 


basic 


In line with what I have said respecting 
beneficial interests, | may add that I am 
not satisfied that the correct result was 
reached in the case of Letpert v. R. C. Wtl- 
liams & Company, Inc.“—which is not to 
say that the court reached an erroneous 
decision on the basis of the record before 
it. In that case, you will recall, 
who were acquiring houses under install- 
ment-purchase contracts, and who were in 
possession but did not have title, were held 
not to be “purchasers” and their rights were 
subordinated to liens arising against the 
seller after they had entered into the contracts. 


persons 


Even if these 


chasers” 


persons were not “pur- 
in the technical, legal sense of the 
term, nonetheless it is hard to believe that 
they had no property rights which ought to 
be protected. They had contract rights in 
respect of the property. These rights ought 
to be sufficient to support beneficial inter- 
ests enforceable in a court of equity, unless 


state law is completely archaic, and I do 


(Footnote 44 continued) 
certain parties, and is not to be liberally con- 
strued to include within the exception parties 
not specified therein. This, and the theory 
which has been described, explain the Court's 
action in U. 8S. v. White Bear Brewing Com- 
pany, 56-1 ustc { 9440, 350 U. S. 1910, in which 
the general federal tax lien was given priority 
over a mechanics’ lien, though action to fore- 
close such lien was pending when the federal 
lien arose. To the same effect, U. S. v. Colotta, 
55-2 ustc § 9680, 350 U. S. 808, rev’g 55-2 ust 
© 9584, 224 Miss. 33, 79 So. (2d) 474, which 
erroneously applied the doctrine of ‘‘relation 
back,’’ because state law regarded the mechan- 
ics’ lien as perfected when the money for the 
labor and materials became due; VU. S. wv. 
Vorreiter, 57-2 ustc § 9956, 355 U. S. 15 (1957), 
rev’g 57-1 ustc { 9415, 134 Colo. 543, 307 Pac. 
(2d) 475, in which mechanics’ lien statements 
had been filed but not reduced to judgment, 
much less to possession. In U, 8. v, Acri, cited 
at footnote 36, a creditor, who did not recover 
judgment until after the notice of the federal 
tax lien had been filed, relied upon an attach- 
ment lien, which by state law was fixed (arbi- 
trarily so, of course) as of the date of attach- 
ment. See also U. 8S. v. Liverpool & Lonaon & 
Globe Insurance Company, Ltd., 55-1 ustc § 9136, 
348 U. S. 215, in which a garnishment lien was 
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held inferior to a federal tax lien which was 
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not think it is. However, in all fairness to 
the court, it should be said that the parties 
apparently did not raise this point. 


Thus, in conclusion, the general situation 
which we are discussing may be briefly 
summed up in this way: The courts con- 
tinue to adhere to basic rules brought into 
operation in the federal area nearly a cen- 
tury ago, and much earlier at the state level. 
The federal lien structure is bottomed upon 
the fundamental proposition that taxes usually 
are payable in cash“ and that, if not so 
paid, they may be collected in other prop- 
erty. Since the liens imposed are to aid 
collection of taxes, they, therefore, must be 
imposed upon property or rights to prop- 
erty. What constitutes property or prop- 
erty rights not belonging to the delinquent 
taxpayer is broadly construed against the 
federal lien. Such property or property 
rights include rights such as a widew’'s 
dower rights; the interest of a nondelinquent 
in a joint tenancy, tenancy in common or 
tenancy by the entirety; the interest of a 
purchaser, mortgagee or pledgee; creditors’ 
rights under a bona fide assignment for 
their benefit; and a vendor’s lien. However, 
except in the case of a maritime lien, or a 
state or local tax lien on specific real estate, 
liens do not constitute property or property 
rights belonging to a federal tax delin- 
quent’s creditors until the creditor has title, 
ownership of a beneficial interest or pos- 
session, Thus, a common law lien, such as 
an innkeeper’s or an attorney's lien which 
depends upon possession, is to be distin- 
guished from a statutory lien, such as an 
attachment, garnishment, attorney's or me- 


recorded before the garnishor obtained judg- 
ment, And a landlord's distress lien was held 
not to be a mortgage, pledge, or judgment lien, 
where the tenant (the delinquent taxpayer) had 
five days in which to put up bond and free the 
property from the lien. (U. 8, v. Scovil, 55-1 
uste § 9137, 348 U. S. 218.) See also Fleming v. 
Brownfield, 56-1 ustc § 9138, 47 Wash. (2d) 857, 
290 Pac. (2d) 993, involving a mechanics’ and 
materialman’s lien, in which the court reviewed 
various authorities and, in subordinating such 
lien to the federal tax lien, specifically limited 
its decision to such lien as distinguished from 
a state statutory tax lien 

“57-2 ustc {§ 10,044, 
= *% 

* This was not always so, for in earlier times 
taxes were payable in kind (see article cited at 
footnote 3). For example, at Pisa in the twelfth 
century when the ‘‘costly war machines"’ were 
horses, ‘‘Rural communes, too,* were at Pisa 
assessed in horses.’’ (Herlihy, Pisa in the Early 
Renaissance (Yale University Press, 1958), p 
73.) But, whether taxes are payable in cash or 
in kind, the taxpayer's property is the principal 
object of liens and other weapons for enforcing 
collection. (Cross, ‘‘Federal Tax Claims: Nature 
and “ifoct of the Government's Weapons for 
Collection,”’ 27 Fordham Law Review 1 (1958).) 
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chanic’s lien, which is a charging lien and 
not a possessory lien, and which is not re- 
garded as property or a property right 
belonging to the creditor until he has title 


or possession. And the same is true of 


a contractual lien unless the creditor really 
owns a beneficial interest in the property. 


To bring personal rights or other non- 
property interests into a scheme of priori- 
ties rivaling federal tax liens is to create a 
hybrid system based neither wholly upon 
property rights nor wholly upon nonproperty 
rights. Yet, its operation would require that 
valuations of both classes of rights be made 
as though they were in fact the same. In 
other words, the effect is to apply an “as if” 
philosophy—a philosophy which, I submit, 
is the basis of a number of substantive tax 
provisions, and is responsible for their arti- 
ficiality and complexity, which should not be 
injected into our collection procedures. Any 
thought that a collection system of such 
character is feasible and will be satisfactory 
can be based only upon speculation. 

Moreover, such a system cannot supplant 
the need for the practice of the law of 
creditors’ rights at the level where the 
transactions are consummated. Efforts to 
persuade judges, or to influence tax legisia- 
tion, are not meritorious substitutes for law 


practice of this kind. It is at this point that 
the prudent businessman must decide what 
type of security, if any, he wishes to have. 
If he proposes to deal with a solvent tax- 
paper, who is not delinquent in his taxes, 
and if he wishes to maintain a preferred 
position, the deal should be consummated to 
that end. This may be done more easily and 
more effectively than by taking a chance 
on a statutory charging lien. Believing this 
to be true, I must say that a restatement of 
the law of federal tax liens by a group hav- 
ing generally recognized stature would be 
helpful to the Internal Revenue Service and 
to delinquent taxpayers and their private 
creditors. 


Even after this is done, we cannot afford 
to weaken our collection procedures. Proud 
as we are of self-assessment and involuntary- 
voluntary payment, our system is a culmina- 
tion of centuries of experience.” Presently, 
it is the jugular vein of our economy and 
our position in the world. Obviously, when- 
ever improvements are needed to strengthen 
the rule Of law, they should be made. This, 
however, is far from saying that we should 
attempt to provide creditors of delinquent 
taxpayers with which they could 
have had, had they bargained for it as rea- 


sonably prudent men do. [The End] 
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‘In the early 14th century the Pisan com- 
mune seems to have entertained little expecta- 
tion of collecting the full declared amount. It 
would set the tax rate at astronomical levels 
and proceed to confiscate what it could. As a 
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result, a tax could be extended over years, and 
while one was being collected another could be 
imposed."’ Herlihy, work cited at footnote 46, 
at pp. 70-71. 
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TAX-WISE NEWS 


Year-End Adjustments 
to Save Taxes 


Because of the 1958 amendments to the 
Code, there are greater opportunities this 
year than last to make year-end adjustments 
with tax-savings goals in mind. Harrop A. 
Freeman, who is a professor of law at Cor- 
nell Law School, sent us an article 
which studies the new, as well as the old, 
opportunities the taxpayer should consider 
to keep his tax bill as small as possible. 
Professor Freeman’s article follows: 


has 


So long as taxation has to concern itself 
with yearly accounting periods there will 
be a necessity for taxpayers to consider 
year-end adjustments. Nearly every tax 
problem involves a potential vear-end fea- 
ture. Since it is desirable to severely restrict 
the scope of this article, and the extent of 
its notes, I will: (1) give first consideration 
to unusual year-end opportunities growing 
out of the 1958 acts, (2) consider only those 
choices likely to be made during the last 
month of the year and (3) usually limit 
my footnotes to citations of the statutes or 
the regulations. 


Before considering actual year-end plan- 
ning I would suggest the following over-all 
rules: 

(1) Figure your tentative income and tax 
for 1958 and 1959. Don’t “minimize” your 
1958 tax but try to “equalize” 1958 and 1959. 


(2) Do 


sions to 


not make unwise business deci 
save tax. The financial 
credit or the incurring of sales commissions 
may cancel tax savings. 


loss of 


(3) Stay within the ethics of 
Use “avoidance”; avoid “evasion.” 


taxation 


(4) Keep in mind long-range considera 
tions. What is likely to be the graph ot 


your income for future years? 


(5) Consider the possible wisdom of re- 


porting income as early as possible and 


deferring deductions as long as possible. 

(6) Know about tax changes 
and likely eventually to occur. Take advan- 
tage of the present while there is yet time. 


pre pe sed 


Some New 1958 Opportunities 


Small business corporations, income re- 
porting.— The most widely publicized small- 
business advantage is that permitting the 
stockholders of a qualifying corporation 
(one not ten stockholders, of 
one all residents, either individuals 
or estates) to elect to have the corporate 
income taxed to the stockholders as though 
they were partners.’ Here are a few of the 
year-end features: (1) For 1958 the election 
can be made as late as December 1; (2) 
though withdrawal from election not 
permit re-electing until after five vears, ap- 
parently a corporation can be “qualified” 
or “unqualified” on the last day of the year 


having over 


class, 


does 





11954 Code Secs. 1371-1377 (new sections, ef- 


fective September 2, 1958). This is not the 
place to review this all important subject, but 
these observations and cautions may be made: 
(1) An electing corporation has advantages at 
low income levels, a nonelecting corporation at 
high income levels; while in between, long and 
short range considerations must be weighed. 
(2) Elect on Form 2553, to which attach con- 
sents of all stockholders. (3) A_ stockholder 
must report actual distributions and his share 
of undistributed net income. (4) Termination 
of election is possible by total stockholder con- 
sent filed within the first month of the taxable 
year, but bringing in a new stockholder may 
effectively terminate the election on the last 
day of the year. (5) Remember to what extent 
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the type of income and deductions (capital 
gain, operating loss) is passed through to the 
stockholders. (6) Be aware of the chance, by 
this process, to get a desirable fiscal year, to 
avoid the surtax on unreasonable profit accumu- 
lations, to install fringe benefits not available 
in partnerships and to pass through a single, 
large capital gain. (7) But beware that you 
may lose a corporate loss carry-back because 
a stockholder can't carry it back pre-1958 on 
terminating an election, and that corporate 
profits on which stockholders have paid a tax 
may not be declared out of the corporation 
without a second tax. There are many other 
advantages and dangers lurking in these provi- 
sions. Use them with care. 
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by having less than ten or more than ten 
stockholders, respectively; (3) the same is 
true as to qualifying under the income limit 
prescribed; (4) normally, any income thus 
reported by stockholders is “ordinary” in- 
come, but long-term capital gains carry their 
character through to the taxpayer and may 
encourage election; (5) the stockholder may 
get a carry-over or carry-back of the corpo- 
rate losses as though from a regular pro- 
prietorship. 

One-shot business bonanza depreciation. 
—Any business (large or small) which pur- 
chases tangible personal property costing 
not more than $10,000 ($20,000 on a joint 
return) and having a useful life of at least 
six years may, in addition to all other depre- 
ciation, for the first year take an additional 
20 per cent. This applies even though the 
property is acquired December 31. 


Increased earnings accumulations.—For 
those who have hesitated in allowing small 
businesses to accumulate earnings, the ceil- 
ing permitted without raising questions of 
“reasonableness” has been raised from $60,000 
to $100,000.2) And a small business corpo- 
ration could now accumulate until there was 
danger of an accumulation tax and then 
start reporting income through the stock- 
holders. 


Losses on sale or exchange of capital 
stock in “small business.”—Stock issued 
after June 30, 1958, in a corporation issuing 
stock for less than $500,000 qualifies on its 
sale or exchange for ordinary, rather than 
capital, loss treatment. Such sales at the 
end of the year may be very profitable in 
offsetting ordinary income.* 


Small business investment companies.— 
\ taxpaver may wish to gain the advantages 
of investing in small businesses through the 
formation of small business investment com- 
panies (possible only after September, 1958). 
He must put up capital and surplus of 
$300,000; the government will purchase sub- 
ordinate investments up to $150,000. Full 
100 per cent dividend credit and ordinary, 


treatment is ac- 
Sales 


rather than capital, loss 
corded the company and stockholder. 
of stock can be made at year’s end to estab- 


lish these losses.” 


Other new provisions.—Newspapers and 
periodicals can now elect at the end of the 
year to defer income from prepaid subscrip- 
tions to the year they furnish the periodical.’ 
may now depreciate im- 
provements over the term, 
rather than the original lease plus renewal 
terms, by year-end proof that the lease will 
probably not be renewed.’ 


Lessees elect to 


original lease 


Affiliated groups of corporations may, be- 
cause of the new tax law, elect to 
separately (at the close of the first tax year 
ending after September 2, 1958). 


report 


Old Standard Year-End Tax Savings 


Attention to the new year-end opportuni- 
should never cause the taxpayer to 
forget to utilize the long-recognized tax law 
adjustments. 


ties 


Shifting of income or deductions into the 
most favorable year.—By stepping up or 
relaxing collections, almost any business or 
profession can shift potential income. Busi- 
ness deals near the end of the vear can be 
closed or kept open; even if closed, payment 
can be set in either year, in both years or 
in installments.” interest, other 
taxes, supplies or almost any other expense 
can be incurred or postponed, or paid or 
deferred, with an eye on the most advan- 
Income can actually be 
“created” by taking additional dividends or 
compensation from a closely held corpora- 


Repairs, 


tageous year.” 


tion, by receiving advance payments or by 
reducing the year’s reserve for bad debts.’ 
So also may deductions be “created” in the 
year-end decision can be made 
them at the last minute. 


deductions include bonuses to employees, 


sense that < 
to incur Such 
and 
Water conservation costs, gifts to charities, 
abandonment of worthless 


research and development soil 


costs, 


assets, write- 





21954 Code Sec. 179 (new section, effective 
September 2, 1958). 

'1954 Code Sees. 535(c) 
effective September 2, 1958) 

1954 Code Secs. 165 (amended) 
(new). 

51954 Code 


and 1551 (amended, 


and 1244 


Secs 165(h), 246(b) 
damended); Sees. 1242 and 1243 

* 1954 Code Sec. 455 (new). 

7 1954 Code Sec. 178 (new). 

* Rev. Rul. 58-471, I. R. B. 1958-39 

® Veit, CCH Dec. 15,718, 8 TC 809 (1947): 
Ralph Romine, CCH Dec. 21,538, 25 TC 859 
(1956) 

” 1954 Code Sec 

™ Rev. Rul. 55-446, 1955-2 CB 531: 1954 Code 
Sec. 166(d). See O. P. Lutz, CCH Dec. 22,703, 
29 TC 469 (1958); Wichita Coca-Cola Bottling 
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243, 
(new). 


461(c) 


Company, 46-1 vustc 9104, 1 

(CCA-5, 1945), cert. den., 327 U. S. 806: Fort 
Pitt Brewing Company, 54-1 vustc % 9229, 210 
F. (2d) 6 (CA-3), cert. den., 347 U. S. 989: and 
Caldwell v. Commissioner, 53-1 ustc © 9218, 202 
F. (2d) 112 (CA-2) Advance payment may 
be of rent. interest, compensation and the like 
(Zittel, CCH Dec. 4102, 12 BTA 675 (1926): 
W. M. Scott, CCH Dec. 7962, 27 BTA 951 (1933)) 
The methods of shifting income or deductions 
are almost unlimited: In exercising discretion 
as to when to accrue an item (certainty of 
collection or liability), methods of handling 
interest, rents, dividends, compensation, sales 
of property, lawsuits and judgments, loans and 
discounts, ‘‘blocked’’ items, receipt and repay- 
ment, expense payment and later refund and so 
forth 


52 F. (2d) 6 


989 





down of obsolete inventory, bad debt deduc- 
tion (total when worthless, partial when 
“charged off’), to mention a few.” Gifts to 
charities in property may be particularly 
profitable, since they are deductible at full 
value, without recognition of gain though 
their cost be only 10 per cent of value.” 

Income or expenses being contested are 
generally not reported until the contest is 
settled." Items are often thus deferred or 
brought into a year. Thus, casualty losses 
may be deferred or taken by continuing 
or settling, respectively, at year-end, a dis- 
pute as to insurance reimbursement.” When 
the incomes of authors and others working 
on a matter over a period of years is received 
may determine whether the 36-24 month 
spread-back can or cannot be utilized, for 
not only must the employment be for the 
requirement time but 80 per cent of the 
income must be received in one year.” 

At the end of a given vear certain items 
can either be capitalized, deferred or de- 
ducted: circulation or research expenses, 
interest, bond premium amortization, taxes 
and other carrying charges. But, be careful. 
The election is available each year for 
charges relating to unimproved realty or 
research; but once the election is made as 
to circulation expense, bond premiums or 
charges relating to machinery, it is binding 
for that project for later years.” 


Wise use of capital gains and losses.— 
Take advantage of 1954 Code Section 1231 
dealing with property used in trade or busi- 
ness. If held for more than six months (12 
months for livestock), any profit on the sale 
is treated as capital gain (one-half tax, or 
less) and any loss is short term (fully de- 
ductible).” 

Try to offset short-term gains with short- 
term losses.” 

If you are above the 50 per cent bracket 
this year and expect to be below next year, 
make a sale at a profit after the first of the 
year; if the bracket situation is reversed, 
sell this year.” 

An individual should offset losses with a 
gain. But leave $1,000 of !oss unoffset, for 


it can be used against ordinary income.” 
If you have stock you feel you should now 
sell at a long-term gain, but this would 
cancel the $1,000 loss, you may defer it till 
next year by a short sale. Although you 
may not effectuate a loss sale this year and 
purchase in substantially identical securities 
within 30 days (wash sales), and although 
you may not change short-term into long- 
term gains by short sales later covered from 
your previous holdings, the IRS recently 
conceded that you accomplish these goals 
by “calls” (and “puts’”).* Take long-term 
and short-term gains in offsetting 
existing gains or rather than use 
short-term losses and long-term gains for 
offset. Although sales between members of 
a family may not produce deductible losses, 
they may produce offsetting capital gains it 
made to one other than the wife (or husband ).* 


losses 


kk ss8es, 


If the taxpayer has net capital losses this 
year, it may be better to defer 
capital gains until next year and take ad- 
vantage of the short-term capital loss carry 
over provisions.” 


sales at 


Advantageous use of normal deductions 
and exemptions.—Particularly for the small 
taxpayer, nothing will save taxes like the 
year-end use of the standard benefits fur- 
nished in the Code. Use the standard deduc- 
tion one year, paying no charitable gifts, 
interest, taxes, medical expenses or other 
items, in lieu of which the standard deduc- 
tion stands; then bunch the payment of these 
items in the second year and fully deduct in 
place of the standard deduction.” If 
or your wife are 65 or near 65, it is best to 
defer income till after 65. You can then 
have $1,200 from pensions, interest, rents 
or dividends tax free and your medical 
deduction is not subject to the 3 per cent 
limitation. But, keep your wages and earned 
income below $900 in the year unless you 
are over 75.” Do you expect to be married, 
have a child or lose a child-dependency de- 
duction (child will become 19 or cease to be 
a student)? Consider these advantages and 
disadvantages in leveling out your income.” 
Persons who jointly support a dependent 


you 





1221954 Code Sec. 167(e); 26 CFR 1.167(e)-1 
(b); Rev. Rul. 55-446, 1955-2 CB 531; 1954 Code 
Secs. 174 and 175; 26 CFR 1.162-15(b); 26 CFR 
1.167(a)-9. Sell worthless securities; capital 
loss treatment occurs anyway; this is the best 
way for proving worthlessness. (1954 Code 
Sec. 166.) 

3 26 CFR 1.170-1(c). 

% Freeman, ‘“‘Tax Accrual Accounting for 
Contested Items,'’ 56 Michigan Law Review 727 
(1958). 

%IRS Pub. No. 
Commissioner v. 
F. (2d) 835. 

% 1954 Code Secs. 1301-1304. 


155 (1956), 1956 CCH ‘ 6106: 
Harwick, 50-2 ustc © 9483, 184 
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1954 Code Secs. 75, 164, 171, 173, 174, 226 and 
1016. Be sure you know what is and is not a 


carrying charge: I. T. 2284, VI-1 CB 10; I. T. 
2701, XII-2 CB 76; 1946-2 CB 70; Rev. Rul. 
55-118, 1955-1 CB 320. 

** 1954 Code Sec. 1231(b) (3). 

” 1954 Code Sec. 1222. 

» 1954 Code Sec. 1201. 

1954 Code Sec. 1211(b). 

= Rev. Rul. 58-384, I. R. B. 1958-31; 1954 Code 
Sec. 1091; 26 CFR 1.1091-1, 2. 

*% 1954 Code Secs. 267, 1231 and 1239. 

** 1954 Code Sec. 1212 

* 1954 Code Sec. 141. 

* 1954 Code Secs. 37 and 911. 

* 1954 Code Secs. 143, 151, 152 and 153. 
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(for example, a mother) may determine who 
is to take the dependency, and such an 
agreement may be made on the last day of 
Dependency (more than half 
support) can be accomplished by year-end 
contributions to students or other dependents 


the year.” 


Certain one-shot advantages.—There are 
innumerable year-end decisions which can 
gain advantage only once. Some of these 
have already been referred to. A few of 
the better-known types reviewed: 
(1) switching from specific charge-off to 
method of bad debt deduction 
obtaining a double deduction in the 
year, and application for permission 
being required 30 days before the year’s 
end;” (2) switching inventory practice from 
LIFO to FIFO or vice versa, by permis- 


7) 
sion; 


can be 


the reserve 
and 
one 


(3) using rapid depreciation, under 
declining balance or similar methods—a 
practice formerly restricted to new property 
but now permitted for used property newly 
acquired; “ (4) winding up a business before 
the end of the year, state 
and so forth 


so as to save 


taxes;” 


When the “end of the year” is not the 
end of the year.—There are certain pay- 
ments that may be made after the close of 
the taxable year and still qualify for deduc- 
tion in the taxable year: expenses paid with- 
in 2%4 months after the close of the taxable 
year to a related taxpayer who includes 
them as income in the prior year; payments 
to an employees’ trust made before the last 
date for the filing of the return;“ corporate 
gifts paid before March 15.° In determin- 
ing accumulated earnings, dividends paid on 
or before the following March 
paid in the taxable 
employer sets up a stock-option, pension or 
profit-sharing plan as a means to 
he has three months and 15 days 

to comply with the Code 


15 are con 
sidered year.” If an 
reduce 
taxes, 
after the tax vear 
qualifications. 


Year-end advantages other than income 
tax.—Do not forget that in other tax areas 


there are advantages to be gained by yeat 
end decisions. You may make yearly gifts 
and exclude $3,000 from the gift tax for 
each donee ($6,000 if the gift is that of 


* 1954 Code Sec. 152(c) 
~ 1954 Code Sec 166(c) 
Sec. 1.166-1.  ~ 
® 1954 Code Sec 
11954 Code Sec 
Income tax. 
tax if corporation 


Proposed Legs 
T2(c). 
167(b) 
saves short-period report and 
is on a calendar-year basis. 
Franchise tax.—Alabama, Alaska, Florida, 
Georgia, Kansas, Kentucky, Louisiana, Mary- 
land, Mississippi, Missouri, Nebraska, New Jer- 
sey New Mexico, Ohio, Pennsylvania, South 
Carolina and Virginia. Some states would re- 
quire the additional tax from calendar-year 
corporations only 
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husband and wife). Once December 31 
passes you lose for all time this tax free gift 
potential, At the same time, decisions can 
be made pertaining to trust gifts, terminable 
trusts and separate trusts, so as to obtain 
additional tax advantages.” If a person 
obtains insurance proceeds on the death of 
another and elects to leave them with the 
insurance company to be paid over a period 
of years, it is possible to obtain up to $1,000 
of “interest” tax free.” If a trust may ac- 
cumulate income (a complex trust), it is 
possible to have $2,000 of income distrib- 
uted tax free to a beneficiary in a later year 
(the trust paying the tax, the beneficiary 
not)” by a year-end decision as to when to 
distribute. Similar advantages may come 
from the year-end setting up of trusts, 
foundations and the like. 


Observation 


The law contemplates—in fact is founded 
on—yearly divisions. Most year-end strategy 
is merely the exercise of . 
given by the tax law. Every person is en- 
titled to minimize his taxes. Your success 
with year-end planning and adjustments will 
largely depend on your knowledge of the 
potentials and your orientation of them into 
the total tax consideration. | The End] 


known choices 


Meetings of Tax Men 


University of South Dakota.—The Twelfth 
Annual Conference on Federal Taxation 
sponsored by the University of South Dakota 
Schools of Law and Business will be held 
December 1-2 at Vermillion, South Dakota. 


The registration fee is $10 


New York County Lawyers.—The first of 
a series of tour tax luncheon lectures spon- 
the Committee on ’ 


York 


sored by 


New 


Taxation of the 


e 
County Lawvers’ 
will be given December 3 at the 


\ssociation 

New York 

University Club, 123 West Forty-third 

Street, New York City. Milton Young will! 

discuss “Important Aspects of the 1958 In- 
Tax f 

12 noon to 2 p. m 


come Laws.” Phe 


from 


will 


schedule d 


meeting run 
Other 
luncheon dates are January 15, February 19 


Property taa Arizona, Arkansas, Colorado, 
Florida, Georgia, Idaho, Illinois, Ohio, Okla- 
homa, Oregon, Rhode Island, South Carvlina 
Tennessee, Texas, Utah, Virginia, Washington 
and West Virginia 

1954 Code Sec. 267(a) 
26 CFR 1.401-5. 

51954 Code Sec 

* 1954 Code Sec 

* 26 CFR 1.401-5 

1954 Code Secs 

* 1954 Code Sec 

*” 1954 Code Sec 


170(a) (2). 
563(a) 


2503 
101(d). 
665(b) 


and 





Pictured above is an artist's model of the future home of the University 
of Chicago Law School. A description of the new law center, now 
under construction, is presented on the inside front cover of this issue. 


and March 19. Registration for the series 
is $17, and for single sessions, $4.50. Tickets 
are available from J. Henry Landman, 50 


Broad Street, New York 4, New York. 


Iowa State Bar.—The Iowa State Bar As- 
sociation’s Nineteenth Annual Tax School 
will be held December 4-6 at the Hotel Fort, 
Des Moines, lowa. Techniques for the quick 
and accurate preparation of income tax re 
turns on a volume basis will be emphasized 

Michigan CPA’s.—The Eleventh Annual 
Federal Tax sponsored by the 
Michigan Association of Certified Public 
Accountants will be held Friday, December 
5 at the Horace H. Rackham Educational 
Memorial Mair Auditorium, 80 Farnsworth 
Street, Detroit. The registration fee of $6 
includes luncheon. Checks should be mailed 
to the 2019 Dime Building, 
Detroit 26, Michigan 


Lectures 


association, 


New England Institute.—A Saturday forum 
discussing tax planning under the Technical 
Amendments and Small Business Tax Revi- 
sion Acts of 1958 will be sponsored De- 
cember 6 at John Hancock Hall in Boston 
by the Federal Tax Institute of New England 
The registration fee of $10 includes luncheon 
The Institute’s address is 6 Beacon Street, 
Boston, Massachusetts. 


New Jersey Accountants.—The Ninth An- 
nual Tax Seminar of the New Jersey Asso 
ciation of Public Accountants will be held 
Saturday, December 6, at the Princeton Inn, 
Princeton, New. Jersey. 

Tidewater Tax Conference.—The Fourth 
Annual Tidewater Tax Conference will be 
held December 13 at the Norfolk Yacht and 
Country Club, Norfolk, Virginia. The con- 
ference will discuss the averaging provisions 
of the Internal Revenue Code and the Tech- 
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nical Amendments and Small Business Tax 
Revision Acts of 1958 


Recommend State Sharing 
of Federal Telephone Tax 


The Joint Federal-State Action Commit 
tee, a study group established as a result of 
the President's proposal to the Governors 
Conference in June, 1957, to study which 
taxes now pre-empted by the federal govern 
ment can be turned back to the states, will 
send a recommendation to the President and 
to the new Congress next vear. This recom 
mendation will be a proposed amendment to 
the Internal Revenue Code to provide a tax 
credit for a five-year period against the local 
telephone service tax for taxpayers in states 
which enact a 3 per cent service tax not 
their statutes prior to the 
adoption of the proposed credit device The 
amount of credit would be 30 per cent of 
the federal tax, or 3 percentage points of the 
present 10 per cent tax 
credit period, a fund equal to 10 per cent of 
the present federal tax would be availabk 
for federal grants to certain states to achieve 
a greater measure of equalization. At the 
end of the five-year period the federal tax 
credit provision would expire and the federal 
tax on local telephone service would be re 
duced from 10 per cent to 6 per cent, or a 
reduction of 40 per cent of the total federal 
tax. Under the committee’s recommendation, 
when the new system into effect, 
present grants for vocational-education and 
waste-treatment projects and related fed- 
eral operating responsibility would cease. 
Other miscellaneous taxes will be 
considered by this group for relinquishment, 
as additional functions are shifted. A com 
prehensive examination of the federal estate 


otherwise on 


During the five-vear 


Loess 


excise 
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tax is also being undertaken by a committee 


of experts to consider simplification and 


possible increases in state credits. 


Commissioner to Follow Holsey 
and Westerhaus Decisions 


The Commissioner has announced he will 
follow the adverse decision of the Third 
Circuit in Holsey v. Commisstoner, 58-2 ust¢ 
€ 9816, and that of the Tax Court in Hester 
haus Company, CCH Dec. 22,658(M), 16 
TCM 958. In the Holsey decision, the Third 
Circuit Tax Court and held 
that the resulting enhancement in the value 
of petitioner's own stock, where he sold an 
option to buy stock to a corporation, thereby 


reversed the 


resulting in the petitioner becoming a sole 
stockholder of that corporation, 
equivalent to a dividend distribution to the 
petitioner, as he received no “distribution,” 
and that the would 
“income” until the corporation made a dis- 
tribution to him, or his stock was sold. 


Was not 


petitioner realize no 


In the future, the Service stated, it will 


not treat the purchase by a corporation of one 


shareholder’s stock as a dividend to the re- 
maining shareholders merely because their 
percentage interests in the corporation are 


increased 

On the other hand, the Service made it 
clear that if the stock is in reality purchased 
by a remaining shareholder and paid for by 
the corporation, then, regardless of the form 
of the transaction, the payment will be con 
sidered a dividend to the shareholder who 
made the purchase. 

This position, the Service said, is in ac 
cord with Wall v. U. S., 47-2 uste § 9395, 
164 F. (2d) 462, Louis H. Zipp v. Commis 


stoner, 58-2 ustec © 9546, and similar decisions 


that if a 
stock to a corpora- 
tion for less than its fair market value, such 
surrender may be a gift or compensation to 
the shareholders interested in 
the corporation 


The Service also pointed out 


shareholder surrenders 


who remain 


Conversely, according to the Service, if a 
pays more than fair market 
stock, this payment 
compensation to the shareholder surrender 
ing stock or may be a gift to him from the 
who remain interested in the 


corporation 


value for its may be 


shareholders 
corporation. 

For a discussion of redemption problems, 
see the article by Robert F. Graham, “Re- 
demption Problems—The Holsey and Zipp 


Cases,” at page 925 of this issue. 


It was as true’, said Mr. Barkis, °. 
truer than them.’ " 
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In the Westerhaus case, the question 
whether the trom the 
sales of stock of one wholly owned corpo- 
ration to another wholly owned corporation 
constituted taxable dividends to the 
vidual stockholder. The Tax Court held, 
basing its decision on its holding in mma 
Cramer, CCH Dec. 19,767, 20 TC 679, and 
the decision in Roger H’. Pope v. ¢ 
stoner, 57-1 ustc ¥ 9291, 239 F. (2d) 881, that 
transfers by majority stockholders 
could be, in true sales, despite 
the close relationship of the parties and the 
wailable earnings and profits. The court 


held the proceeds were proceeds of 


Was 


proceeds received 


indi- 


PLATS 


such 


substance, 


sales 


taxable as capital gains, rather than as 


dividends 


Downtown Merchants Get Tax Break 


The merchants in d Bismark, 
North Dakota, got a t from the 
Commissioner in a ruling 
(CCH Sranparp- FEDERAI REPORTS, 
{ 6771). The ruling gave deductible status 


wntown 
tax break 
recent special 


TAX 


as business expenses to special assessments 
that are levied against commercial properties 
central district to provide 
parking facilities on the edges of that district 


in the business 


The city had passed an ordinance that re 
quired new furnish 
off-street parking space but, in lieu of re- 
quiring the central area 
this, fixed total downtown parking needs by 
formula and allocated assessments for the 
public parking areas according to 


commercial areas to 


businesses to do 


the space 
needs remaining after crediting the units of 
parking space already provided by the busi- 
the Commissioner stated 
deductible 
that they 
»sonable, bear a direct relationship to 


In the ruling, 


ness 


that such assessments would be 
provided the taxpayer can show 
are re 
his business and are with a reasonable 
a financial return commensu- 


rate with the amount paid. 


made 
expectation of 


Service Promotes Lewis and Hatfield 


The. Commissioner made two 
within the Internal 
Service which will be of special interest to 
tax men. Maurice promoted 
from assistant director to director of the 
regulating-writing Technical Planning Divi- 
sion, and Erskine H. Hatfield was promoted 
to fill the position of assistant director of 
that division. Both of these Service career 
officials are well known for their outstand- 
ing ability in the federal tax field. 


important 


promotions Revenue 


Lewis was 


. as taxes is. And nothing's 


—Charles Dickens, David Copperfield. 
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Annual Index 


Each article appearing in TAXES during 1958 is indexed below according to title and 
author (or authors). In addition, most of the articles have been listed under an appro- 
priate general subject heading and Internal Revenue Code sections have been indexed. 


A 


Accounting for Fixed Assets. Sept., p. 629. 
Accounting methods | 
Accounting for Fixed Assets. Sept., p. 629. 
Bank-Plan Financing and the Cost of Life 
Insurance. June, p. 377. 
Consolidated Return, The. Aug., p. 
Cost Factors of Small Pension Plans. 
p. 19. 
Cost of Life Insurance. 
Effect of Salvage Value 
Feb., p. 97. 
How to Handle Good Will in an Insurance 
Agency. Nov., p. 805. } 
How to Make an Estate Tax Valuation of | 
a Going Concern. July, p. 491. 
How to Read an Annual Report. 
p. 343. 
Installment Dealers’ Reserves. 
Is There a New Concept of a 
Asset? Feb., p. 110. 
Moving and Rearrangement Expense. 
p. 189. 
Problems Encountered 
tories. Dec., p. 866. 
Acquiring Corporate Businesses. July, p. 479. | 
Acquiring corporations—see Corporations. | 
Activities of the Office of the Chief Counsel, 
The. Dec., p. 853. 
Adams, Brockman, 
stallment Dealers’ 


Adiman, Monroe—Tax 
vestors. Sept., p. 643. 


Administrative procedure — see Practice 
procedure. 


Altman, David—Corporate , Accumulation 
Earnings. Dec., p. 933. 

Averaging income. . Oct., p. 701. 

Axelrad, Irving I.—Recent Developments 
Collapsible Corporations. Dec., p. 893. 


583. 
Jan., 


Mar., p. 195. 
on Depreciation. 


May, 


July, p. 485. 
Business | 


Mar., 


in Valuing Inven- 


and 
Reserves. 
Mathematics 


Patten, Woolvin—In- | 
July, p. 485. 
for In- | 


and | 


of 


in 


B 


Baer, Herbert, and Williams, Burton L.—Life 
Insurance Proceeds and Transferee Liability 
for Income Taxes. Feb., p. 89. 

Baker, Wallace R., and Creed, John F.—A Tax 
Credit Anomaly Involving Income from a 
Foreign Subsidiary. May, p. 329. 

Bank-Plan Financing and the Cost 
Insurance, June, p. 377. 

Bankruptcy. Dec., p. 973. 
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of Life | 


| Basis for Taxing 


| Cantrall, 


| Capital assets 
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Barker, Richard B. 
p. 668. 

Barron, J. F.—How the Retroactive Election of 
the LIFO Option Works. Aug., p. 565. 


LIFO Inventories. Sept., 


| Basis 


Basis for Taxing Corporate Net Income, A 
Nov., p. 807. 

Manufacturers’ v. Wholesalers’ 
Base. Aug., p. 573. 

Redemption Problems—The 
Zipp Cases. Dec., p. 925. 

Selected Problems in the Use of Restricted 
Stock Options. Oct., p. 709. 


Corporate Net 


Sales Tax 


Holsey and 


Income, A, 
Nov., p. 807. 

Beck, David, and Gutkin, Sydney A.—Some 
Problems in ‘‘Convenience of the Employer.”’ 
Mar., p. 153. 

Blaise, F. J.—What Every 
Know About Percentage 
p. 395. 

Blake, Matthew F.—Fringe Benefits Programs 
Dec., p. 858. 

Blum, Walter J.—Bank-Plan Financing and the 
Cost of Life Insurance. June, p. 377. 

Brainerd, Andrew W., and White, Victor C 
Foreign Tax Credit: The Homology of the 
Anomaly. Nov., p. 821. 

Braunfeld, Fritz L.—Involuntary Conversion of 
Mortgaged Property, Oct., p. 697. 

Breach-of-Contract Damages. Sept., p. 617 

Brown, Gerard S.—How the Premium Payment 
Test Affects Small Business. May, p. 295 

Business expenses. Mar., p. 189. 

Jan., p. 49. 


Tax Man Should 
Depletion June, 


Business loss insurance 


Cc 


Arch 
of the Chief Counsel. 


M.—The Activities of the Office 
Dec., p. 853. 


Accounting for Fixed Assets. Sept., p. 629. 
Is There a New Concept of a Business 
Asset? Feb., p. 110. 


| Capital gains and losses 


Collapsible Corporations. 

Consolidated Return, The. Aug., p. 583. 

Foreign Corporate Exchanges. Sept., p. 622. 

How Stock Redemptions Produce Dividend 
Income. June, p. 437. 

Involuntary Conversion of Mortgaged Prop- 
erty. Oct., p. 697. 
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Capital gains and losses—continued 
Is There a New Concept of a 
Asset? Feb., p. 110. 
Patent Royalties—Capital Gain or Ordinary 
Income. Nov., p. 787. 
Recent Developments in Collapsible Corpo- 
rations. Deec., p. 893 
Redemption Problems—The 
Zipp Cases. Dec., p. 925 
Sale of an Endowment Policy, The. 
p. 803. 
Tax Mathematics 
p. 643. 
Tax Problems in Real Estate. 
Unexpected, Untimely and Uninviced 
dend, The. Mar., p. 166. 
Capital stock taxes = Jan., p. 26 
June, p. 445 


Case for Discovery Procedure in the Tax Court, 
The. July, p. 498 

Case for Nonrecognition of Gain in Reorganiza- 
tion Exchanges, The. Apr., p. 244 

Casualty losses Jan., p. 49. 


in Settlement 
May, p. 299 


Business 


Holsey and 


Nov., 
for 


Investors. Sept., 


267. 


Divi- 


Apr.. p 


Carry-overs 


Change Tax Court 
Cases, A. 
Channing, 
the Income 


panies. 


Authority in 


of 
Com- 


Federal Taxation 
Estate Investment 


Laurence M 
of Real 
July, p. 502 


Charitable contributions 

Tax Incentives for Charitable Giving, 
Sept., p. 646 

Tax Saving 
Jan., p. 40. 
Chase, Stuart 
May, p. 343 
Close corporations 
Incorporation 
Business. 
Unexpected, 


The 


Through Charitable Giving. 


How to Read an Annual Report. 


of the Family 
July, p. 515 
Untimely and Uninvited Divi- 
dend, The. Mar., p. 166 


Cohan rule Mar., p. 177 

Collapsible Corporations. 

Consolidated Return, The 

Convenience-of-employer rule 153 

Cornfield, Melvin—Executive Deferred Compen- 
sation. Aug., p. 557. 


Agricultural 


Nov., p. 777 
Aug.. p. 583 
Mar., p 


Corporate Accumulation of 


p. 933 


Earnings Dec., 


Corporate Separations. Dec., p. 882. 


Corporation or Partnership Tax Considera- 


tions. Jan., p. 9 


Corporations 
Acquiring 
479. 
Basis for Taxing Corporate Net Income, A 
Nov., p. 807. 
Case for Nonrecognition of Gain 
ganization Exchanges, The 
Collapsible Corporations. Nov., p 
Consolidated Return, The. Aug., p 
Corporate Accumulation of Earnings 
p. 933. 
Corporate Separations 
Corporation or Partnership 
erations. Jan., p. 9. 
Foreign Corporate Exchanges. Sept., p. 622 
Foreign Tax Credit: The Homology of the 
Anomaly. Nov., p. 821 
How to Read an Annual 
p. 343. 
Incorporation of the Family 
Business. July, p. 515 
Libson Shops: A Study in Semantics 
p. 445. 


Corporate Businesses July, p. 


in Reor- 
Apr., p. 244. 
TTT. 
583. 
Dec., 


882. 
Tax 


Dec., p 
Consid- 


Report. May, 
Agricultural 


June, 
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| Corporations—continued 
| Libson Shops Applied to the 
porate Taxpayer. Aug., p. 562. 
Loss Corporations. Feb., p. 105. 
Recent Developments in Collapsible Corpo- 
rations. Dec., p. 893. 
Royalties and Technical Assistance Arrange- 
ments. Nov., p. 825. 
Subchapter S Corporations. Dec., p. 919 
Tax Credit Anomaly Involving Income from 
a Foreign Subsidiary, A. May, p. 329. 


Single Cor- 


Cost Factors of Small Pension Plans. Jan., 


p. 19. 


Cost of Life Insurance. Mar., p. 195. 


Creed, John F., and Baker, Wallace R.—A Tax 
Credit Anomaly Involving Income from a For- 
eign Subsidiary. May, p. 329 


D 
Damages 
Breach-of-Contract Damages. Sept., p. 617 
How the Proceeds of Use and Occupancy, or 
Business Interruption Insurance Are 
Taxed. May, p. 306. 


Dane, John, Jr. 
Case for Nonrecognition of Gain in 
ganization Exchanges. The. Apr., p 
Larger Federal Estate Tax Credit, A 
p. 553. 


Death benefits 


Reor- 
244. 
Aug., 


May. p. 333 


Deduction for Depreciation Before 


of the Asset. Jan., p 


Acquisition 


55 


Deductions 

Business Expense 
Rule. Mar., p. 177 

Deduction for Depreciation Before 
sition of the Asset. Jan., p. 55 

Moving and Rearrangement Expense. 
p. 189. 

Taxation of Damages and Recoveries. 
p. 273. 


Deduction—The Cohan 


Acqui- 
Mar., 
Apr., 


Aug., p. 55 


June, p. 395. 


Deferred income 
Depletion 


Depreciation 
Accounting for Fixed Assets. Sept.. p. 629 
Deduction for Depreciation Before Acquisi- 
tion of the Asset. Jan., p. 55 
Effect of Salvage Value on 
Feb., p. 97. 


Depreciation 


Distributions 
Corporate Separations. Dec., p. 882 
Foreign Corporate Exchanges. Sept., p. 622 
How Stock Redemptions Produce Dividends 
Income. June, p. 437. 
Redemption Problems—The 
Zipp Cases. Dec., p. 925 


Holsey and 
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